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I n August 2001 P entered into an agreenent with
Derivium whereby P transferred 990 shares of |BM common
stock to Deriviumin exchange for $93,586.23. The
terms of the agreenent characterized the transaction as
a loan of 90 percent of the value of the |IBM stock
pl edged as collateral. The purported | oan was
nonr ecourse and prohibited P from maki ng any interest
or principal paynents during the 3-year termof the
purported loan. The terns of the agreenent all owed
Deriviumto sell the stock, which it did inmediately
upon receipt. At maturity P had the option of either
payi ng the bal ance due and havi ng an equi val ent anobunt
of IBMstock returned to him renew ng the purported
| oan for an additional term or satisfying the “Ioan”
by surrendering any right to receive |IBM stock. At
maturity in August 2004 the bal ance due was $40, 924. 57
nore than the then value of the IBMstock. P elected
to satisfy his purported | oan by surrendering any right
to receive IBMstock. P was not required to and did
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not meke any paynents toward either principal or
interest on the purported | oan.

1. Held: The transaction between P and Deri vium
i n August 2001 was a sale. P transferred all the
benefits and burdens of ownership of the stock to
Deriviumfor $93,586.23 with no obligation to repay
t hat anount.

2. Held, further, the transaction was not
anal ogous to the securities |ending arrangenent in Rev.
Rul . 57-451, 1957-2 C.B. 295, nor was it equivalent to
a securities lending arrangenent under sec. 1058,

|. R C.
3. Hel d, further, Ps are liable for an addition
to tax under sec. 6651(a)(1l), I.RC., for the late

filing of their 2001 Federal inconme tax return.
4. Held, further, Ps are |iable for the accuracy-
related penalty pursuant to sec. 6662, |I.R C

Brian G I|saacson, for petitioners.

Daniel J. Parent, for respondent.

RUVE, Judge: Respondent determ ned a $30,911 deficiency, a
$6, 583 addition to tax under section 6651(a)(1)! for failure to
timely file, and a $6, 182. 20 accuracy-rel ated penal ty under
section 6662(a) in regard to petitioners’ 2001 Federal incone
tax. The issues we nust decide are: (1) Whether a transaction
in which Albert L. Calloway (petitioner) transferred 990 shares
of International Business Machines Corp. (IBM conmmon stock to
Derivium Capital, L.L.C. (Deriviun), in exchange for $93, 586. 23

was a sale or a loan; (2) whether the transaction qualifies as a

IAIl section references are to the Internal Revenue Code as
anended, and Rule references are to the Tax Court Rul es of
Practice and Procedure.



- 3 -
securities |l ending arrangenent; (3) whether petitioners are
liable for an addition to tax under section 6651(a)(1) for
failure to tinely file; and (4) whether petitioners are |liable
for an accuracy-related penalty pursuant to section 6662(a).
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and the attached exhibits are incorporated
herein by this reference. At the tine the petition was fil ed,
petitioners resided in Ceorgia.

After petitioner graduated fromcollege in 1964, he began a
successful career with IBM Wile enployed at | BM petitioner
pur chased shares of |BM stock

During 2001 petitioner’s financial adviser, Bert Falls,
introduced himto Deriviumand its 90-percent-stock-|oan
program 2 Under that program Derivium would purport to | end 90
percent of the value of securities pledged to Derivium as
collateral. Deriviumwas not registered with the New York Stock
Exchange or the National Association of Securities
Deal ers/ Fi nanci al Industry Regul atory Authority. Charles D.

Cat hcart was president of Derivium

2The use of the terns “loan”, “collateral”, “borrow
“l'end”, “hedge”, and “maturity” with all related terns throughout
this Opinion is nmerely for conveni ence in describing what
petitioners contend the transaction represents.
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On or about August 6, 2001, Deriviumsent to petitioner a
docunent entitled “Master Agreenment to Provide Financing and
Cust odi al Services” (master agreenent) with attached “Schedul e
D, Disclosure Acknow edgenent and Broker/Bank |Indemification”
(schedule D). The nmaster agreenent provides, in pertinent part:

This Agreenent is made for the purpose of engaging

* * * [Deriviun] to provide or arrange financing(s) and
to provide custodial services to * * * [petitioner],
Wth respect to certain properties and assets
(“Properties”) to be pledged as security, the details
of which financing and Properties are to be set out in
| oan term sheets and attached hereto as Schedul e(s) A
(“Schedul e(s) A”").

The schedule D to be executed in connection with the master
agreenent states that the transaction was to “Provide Fi nancing
and Custodi al Services entered into between Derivium?* * * and

* * * [petitioner]”. Paragraph 3 of schedule D, relating to the
pl edge of securities, provides, in pertinent part:

[ Petitioner] understands that by transferring
securities as collateral to * * * [Deriviun] and under
the ternms of the * * * [master agreenment], * * *
[petitioner] gives * * * [Deriviun] the right, wthout
notice to * * * [petitioner], to transfer, pledge,

repl edge, hypot hecate, rehypothecate, |end, short sell,
and/or sell outright sonme or all of the securities
during the period covered by the loan. * * *

[ Petitioner] understands that * * * [Deriviun] has the
right to receive and retain the benefits fromany such
transactions and that * * * [petitioner] is not
entitled to these benefits during the termof a |oan.
* * * [ Enphasi s added. ]

Deriviumal so sent to petitioner a docunent entitled

“Schedul e A-1, Property Description and Loan Terns” (schedul e A-
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1), which sets forth the essential ternms of the transaction.

Schedul e A-1 provides:

This Schedule A * * *,

dat ed August 6th, 2001, is

executed in connection with the Master Agreenent to
Provi de Financing and Custodial Services entered into
between Derivium?* * * and [petitioner] * * * on

8/ 6/ 01.

1. Property
Descri ption:

2. Estimated
Val ue:

3. Anticipated
Loan Anmount :

4, | nterest Rate:

5. Cash vs.
Accr ual
6. Term

7. Anortization:

8. Prepaynent
Penal ty:

9. Margin
Requi renent s:

990 shares of Internationa
Busi ness Machi nes Corporation

(1BM) .

$105, 444.90 (as of 8/6/01, at
$106. 51 per share).

90% of the market val ue on cl osing,
in part or in whole.

10. 50% conpounded annual |y,
accruing until and due at
maturity.

All Dividends will be received as
cash paynents agai nst interest due,
with the bal ance of interest owed
to accrue until maturity date.

3 years, starting fromthe
date on which final |oan
proceeds are delivered on the
| oan transacti on.

None.

3 year | ockout, no prepaynent
before maturity.

None, beyond initial collateral.
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10. Non-Cal | abl e: Lender cannot call | oan before
maturity.
11. Non- Recour se: Non-recourse to borrower,

recourse against the
coll ateral only.

12. Renewabl e: The | oan may be renewed or
refinanced at borrower’s
request for an additional
term on the maturity date,
wWithin* * * [Deriviunm s]
prevailing conditions and
terms for loans at the tinme of
renewal or refinancing. On
the renewal or refinancing of
any | oan for which 90% of the
collateral value at maturity
does not equal or exceed the
payoff anmount, there will be a
renewal fee, which will be
cal cul ated as a percentage of
t he bal ance due at maturity of
this I oan. The percentage
will vary according to the
mar ket capitalization of the
securities at the time of the
renewal or refinancing, as
follows: Large Caps at 4.5%
Md Caps at 5.5% Small Caps
at 6.5%

13. d osing: Upon recei pt of securities and
establi shnment of * * *
[ Derivium s] hedging
transacti ons.
Before entering into the agreenent with Derivium petitioner
revi ewed a nmenorandum dat ed Decenber 12, 1998, from Robert J.
Nagy, who clainmed to be a certified public accountant, to M.
Cathcart regarding the “Tax Aspects of First Security Capital’s
90% St ock Loan” that was requested by M. Cathcart. 1In the

menmor andum M. Nagy describes a potential client as one who owns
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publicly traded stock with a | ow basis, which if sold would
result in significant gain to the client. M. Nagy describes the
primary issue as whether the 90-percent-stock-loan transaction is
a sale or a |loan and opines that, although there is no “absolute
assurances that the desired tax treatnent will be achieved”,
there is a “solid basis for the position that these transactions
are, in fact, loans.” Petitioner relied on M. Nagy’ s nmenorandum
to M. Cathcart in deciding whether to enter into the agreenent.
Petitioner testified that a | oan versus a sale transacti on nade
econom ¢ sense to himbecause the | oan proceeds given to himwere
90 percent of the value of the IBM stock whereas if he had sold
the stock he would have had to pay 20 percent for taxes.

Petitioner decided to enter into the 90-percent-stock-Ioan
program (transaction) with Derivium Petitioner signed the
mast er agreenent, the schedule D, and the schedule A-1 on August
8, 2001. Charles D. Cathcart, as president of Derivium signed
the master agreenent and the schedule A-1 on August 10, 2001.

On or about August 9, 2001, petitioner instructed Brian J.
Washi ngton of First Union Securities, Inc., to transfer 990
shares of | BM common stock (I BM stock or collateral) to Mrgan
Keegan & Co. (Morgan Keegan) and to credit Deriviums account.

On August 16, 2001, Mrgan Keegan credited Derivium s account
with the IBMstock transferred frompetitioner. The follow ng

day, August 17, 2001, Deriviumsold the 990 shares of |BM stock
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held in its Mrgan Keegan account for $103,984.65 (i.e., $105.035
per share of |IBM common stock). The net proceeds from Deriviums
sale of the IBM stock were $103,918.18 (i.e., $103,984.65 ninus a
$3.47 “S.E.C. Fee” and a $63 “Commi ssion”). On August 22, 2001,
the net proceeds fromthe sale of the IBM stock settled into
Derivium s Mdrgan Keegan account.

On or about August 17, 2001, Derivium s operations office
sent to petitioner two docunents. The first docunent, entitled
“Val uation Confirmation”, indicates that Derivium had received
the IBMstock into its Mrgan Keegan account val ued at
$104,692.50 (at a “Price per Share for Valuation” of $105.75).
Thus, Derivium projected the amount it would lend to petitioner
as $94, 223.25. The second docunent, entitled “Activity
Confirmation”, however, indicates that as of August 17, 2001,
Derivium had “hedged” the IBM stock for a “hedged val ue” of
$103,984.70.°% On the basis of the “hedged” val ue Derivium
determ ned petitioner’s actual “loan” anopunt as $93,586.23 (i.e.,
90 percent of $103,984.70). Thus, the “loan” anpbunt was not

determ ned until after Deriviumsold the | BM stock

3Derivium s Morgan Keegan account statenent reflects a sale
price of $103,984.65 for the 990 shares of |BM conmon stock. The
di fference between Derivium s “hedged val ue” of $103,984.70 and
the $103, 984. 65 reported on Derivium s Mrgan Keegan account
statenent appears to be due to rounding. The Mdrrgan Keegan
statenment reports the share price at the tine of sale at
$105. 035, whereas Derivium s “Activity Confirmation” report
i ndicates the share price at the tinme the shares were “hedged” at
$105. 03505.



- 9 -

On August 21, 2001, Deriviumsent to petitioner a letter
informng himthat the proceeds of the |loan were sent to him
according to the wire transfer instructions he had provided a few
days earlier. On that sane date, a $93,586.23 wire transfer was
received and credited to petitioner’s account at |BM Sout heast
Enpl oyees Federal Credit Union.

During the termof the “loan” Derivium provided petitioner
with quarterly and yearend account statenents. The quarterly
account statenents reported “end-of-quarter coll ateral value” and
di vi dends such that it appeared that Deriviumstill held the | BM
stock (i.e., Deriviumappears to have reported the value of the
collateral on the basis of the fair market value of the |IBM stock
at the end of each cal endar quarter rather than the $103, 984. 65
of sale proceeds, and further reported dividends on the | BM
stock, which it credited against the interest accrued during the
quarter, as if it continued to hold all 990 shares of |BM stock).
Petitioner neither received a Form 1099-DlV, D vidends and
Di stributions, nor included any |BM dividend i ncome fromthe
al | eged dividends paid on the IBM stock on petitioners’ 2001,
2002, 2003, or 2004 Federal incone tax return.

In a letter dated July 8, 2004, Deriviuminforned petitioner
that the loan “will mature on August 21, 2004” and that the
“total principal and interest that wll be due, and payabl e on

the Maturity Date is $124,429.09”. The letter also inforned
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petitioner that, as of July 8, 2004, the value of 990 shares of
| BM st ock was $83,318.40. Deriviumalso reiterated to petitioner
that, pursuant to the terns and conditions of the nmaster
agreenent, he was entitled to elect one of the follow ng three
options at maturity: (1) “Pay the Maturity Anmount and Recover
Your Collateral”; (2) “Renew or Refinance the Transaction for an
Addi tional Ternm’; or (3) “Surrender Your Collateral”

On July 27, 2004, petitioner responded to Deriviuns July 8,
2004, letter, stating that “lI/we hereby officially surrender
my/ our collateral in satisfaction of my/our entire debt
obligation”; i.e., petitioner relinquished the right to acquire
the 1 BM stock val ued at $83, 326. 324 and never made any paynents
of principal or interest on the $124, 250. 89 bal ance due on the
“l oan”.

On Septenber 8, 2004, Deriviumsent to petitioner a letter
notifying himthat the |loan matured on August 21, 2004, and that
t he bal ance due was $40, 924. 57 nore than the value of the | BM
stock on the maturity date. The parties stipulate that the price
per share of |BM stock was $105.03 on August 17, 2001, and

approximately $84.16 on July 8, 2004.

“The Sept. 8, 2004, letter indicates that the collateral,
the | BM stock, was val ued at $83, 326. 32 “using the average of the
closing prices, as reported by the Wall Street Journal, for the
ten trading days prior to the maturity date.”




- 11 -

On February 11, 2004, petitioners filed their 2001 joint
Federal inconme tax return. Petitioners did not report the
$93, 586. 23 received from Deriviumin exchange for the | BM stock
on their 2001 Federal inconme tax return, nor did they report the
term nation of the transaction with Deriviumon their 2004
Federal inconme tax return.

Petitioner’s cost basis in the 990 shares of |BM stock was
$21,171.°

OPI NI ON

The primary issue is whether the transaction, in which
petitioner transferred his IBMstock to Deriviumand received
$93,586.23, was a sale or a loan. Surprisingly, this case
presents an issue of first inpression in this Court.5
Neverthel ess, there are many cases that provide us with guiding
pri nci pl es.

The master agreenent between petitioner and Deriviumrefers

to the transaction as a | oan; however, “Federal tax lawis

°I'n the notice of deficiency respondent’s determnation was
made using a cost basis of $10,399 for petitioner’s 990 shares of
| BM st ocKk.

6There are now ot her cases pending in the Tax Court
i nvolving Deriviumtransactions. W understand that from 1998 to
2002 Derivium engaged in approximately 1,700 simlar transactions
i nvol ving approximately $1 billion. DeriviumCapital L.L.C V.
United States Trustee, 97 AFTR 2d 2006- 2582, at 2006-2583 to
2006- 2584 (S.D.N. Y. 2006). The Governnent estimated the total
tax | oss associated with Deriviunms schene to be approximtely
$235 million. Conplaint, United States v. Cathcart, No. 07-4762
(N.D. Cal. filed Sept. 17, 2007).
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concerned with the econom ¢ substance of the transaction under

scrutiny and not the formby which it is masked.” United States

V. Heller, 866 F.2d 1336, 1341 (11th Gr. 1989); see al so
Commi ssioner v. Court Holding Co., 324 U. S. 331, 334 (1945) ("“The

i nci dence of taxation depends upon the substance of a
transaction. * * * To permt the true nature of a transaction
to be disqguised by nmere formalisns, which exist solely to alter
tax liabilities, would seriously inpair the effective

adm nistration of the tax policies of Congress.”); Gegory V.

Hel vering, 293 U S. 465, 470 (1935) (finding the econonc
substance of a transaction to be controlling and stating: “To
hol d otherwi se would be to exalt artifice above reality and to
deprive the statutory provision in question of all serious

pur pose.”).

VWhet her the Transaction WAs a Sale of | BM Stock

“The term‘sale’” is given its ordinary neani ng for Federal
i ncome tax purposes and is generally defined as a transfer of

property for noney or a prom se to pay noney.” Godt & MKay

Realty, Inc. v. Comm ssioner, 77 T.C 1221, 1237 (1981) (citing

Conmm ssioner v. Brown, 380 U. S. 563, 570-571 (1965)). Since the

econom ¢ substance of a transaction, rather than its form
controls for tax purposes, the key to deciding whether the
transaction was a sale or other disposition is to determ ne

whet her the benefits and burdens of ownership of the |BM stock



- 13 -
passed frompetitioner to Derivium \ether the benefits and
burdens of ownershi p have passed from one taxpayer to another is
a question of fact that is determned fromthe intention of the
parties as established by the witten agreenents read in the

light of the attending facts and circunstances. See Arevalo v.

Commi ssioner, 124 T.C. 244, 251-252 (2005), affd. 469 F.3d 436

(5th Gr. 2006). Factors the courts have considered in making
this determnation include: (1) Whether legal title passes; (2)
how the parties treat the transaction; (3) whether an equity
interest in the property is acquired; (4) whether the contract
creates a present obligation on the seller to execute and deliver
a deed and a present obligation on the purchaser to nake
paynments; (5) whether the right of possession is vested in the
purchaser; (6) which party pays the property taxes; (7) which
party bears the risk of | oss or danage to the property; and (8)
whi ch party receives the profits fromthe operation and sal e of

the property. See id. at 252; see also Godt & MKay Realty,

Inc. v. Conm ssioner, supra at 1237-1238.

Appl ying the above factors |leads us to the conclusion that
petitioner sold his IBMstock to Deriviumin 2001.

(1) Whether lLegal Title Passed

On August 16, 2001, petitioner transferred the IBMstock to
Derivium s Morgan Keegan account. The master agreenent provides

that once Deriviumreceived the | BM stock, Derivium was
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authorized to sell it wthout notice to petitioner. Derivium
i mredi ately sold the stock. Thus, legal title to the stock
passed to Deriviumin 2001 when petitioner transferred the |BM
stock pursuant to the terns of the namster agreenent.’

(2) The Parties’ Treatnment of the Transaction

In the master agreenent the parties characterize the
transaction as a | oan and characterize the |1 BM shares as
collateral. However, on August 17, 2001, the day after it
received the IBM stock, Deriviumsold it. Deriviumdid not
determ ne the value of the so-called loan to petitioner until
after it had determ ned the proceeds it would receive fromthe
sale of the IBM stock. Although petitioner testified that he did
not know Derivium had sold the I BM stock and that he believed
Deriviumwas only acting as a custodi an of the stock, petitioner
admtted that when he signed the agreenent he knew that he had

aut hori zed Deriviumto sell the stock.® Petitioners did not

‘Legal title is one of several factors in our test and nay
not be determ native in every situation; e.g., brokers holding
stock for the accounts of custoners or as security for advances
under highly regulated conditions. See Provost v. United States,
269 U. S. 443 (1926). Indeed, Congress has provided that certain
types of security |ending arrangenents do not have to be
recogni zed as taxable transactions if they neet the strict
requi renents of sec. 1058. See infra pp. 27-32.

8At trial petitioner testified:

Q Wat responsibilities do you believe that
Derivium let’s call it DC, Derivium Capital, had to
you?
(continued. . .)
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report dividends paid on the IBM stock on their 2001, 2002, 2003,
or 2004 Federal income tax return, and petitioner was never
required to repay any of the principal or interest on the “loan”
| ndeed, even though petitioners argue that the “sale” of their
| BM st ock occurred in 2004, they failed to report the “sale” of
their 1 BM shares on their 2004 Federal inconme tax return. They
also failed to alternatively report any relief of indebtedness
income fromthe transaction on their 2004 return. In short,
petitioners did not treat this transaction in a manner consi stent

with their own characterization of the transacti on.

8. ..continued)

A They had a responsibility of protecting ne
t hroughout that three-year period to ensure that the
stock was there at the conpletion of the transaction.

Q Wuld this enable you to the return of your |BM
shares?

A That would enable ne to buy back ny shares,
yes.

Q Had they sold the shares, what percentage would
you have received?

A Had they sold? Wll, they had the right to
sell it.

Q Wiit, wait, hold on a second. Let’s give hima
chance to--are we ready? Ckay.

A | would not have received anyt hi ng because they
had the right, that was sonmething that | agreed to, but
they also had the responsibility as a custodian to
return to ne the total nunber of 990 shares at the
conpletion of the transaction.
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(3) Equity Inherent in the Stock

Deriviumacquired all property interests in the |BM stock,
and the next day all of Deriviums interest in the stock was
sold. Petitioner retained no property interest in the stock. At
best he had an option to purchase an equi val ent nunber of |BM
shares after 3 years at a price equivalent to $93,586.23 pl us
“interest”. The effectiveness of the option depended on
Deriviums ability to acquire and deliver the required nunber of
| BM shares in 2004.

(4) bligation To Deliver and Pay

The master agreenent obligates petitioner to transfer the
| BM stock to Deriviumand Deriviumto pay 90 percent of the fair
mar ket val ue of the stock. The anmount Deriviumhad to pay was
determ ned after Deriviumsold the | BM stock

(5) Wether the Right of Possession Passed

Deriviumobtained title to, possession of, and conplete
control of the IBMstock frompetitioner. Deriviuminmedi ately
exerci sed those rights and sold the stock.

(6) Paynent of Property Taxes

This factor is inapplicable under the facts of this case.

(7) The Risk of Loss or Danmge

Upon recei pt of the $93,586.23 from Deriviumin 2001,
petitioner bore no risk of loss in the event that the val ue of

the | BM st ock decreased. Petitioner was entitled to retain al
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the funds transferred to himregardl ess of the performance of the
| BM stock in the financial marketplace.

(8) Profits Fromthe Property

The master agreenent provides:

[Petitioner] gives * * * [Deriviun] the right, wthout
notice to * * * [petitioner], to transfer, pledge,

repl edge, hypot hecate, rehypothecate, |end, short sell,
and/or sell outright sone or all of the securities
during the period covered by the loan. * * *

[ Petitioner] understands that * * * [Deriviun] has the
right to receive and retain the benefits fromany such
transactions and that * * * [petitioner] is not
entitled to these benefits during the termof a |oan.

* * %

At best the nmaster agreenent gave petitioner an option to
repurchase | BM stock from Deriviumat the end of the 3 years;?®

however, this option depended on Deriviunms ability to acquire

°Petitioner testified that he had an option to reacquire 990
shares of |1BM stock by paying the bal ance due in 2004, but he did
not exercise that option:

A | had three options as indicated in the
docunentation. The option | chose was to relinquish
the shares in 2004.

Q So there was no requirenent that you had to
repay the | oan?

A There was a choice. | could have extended the
| oan, | could have relinquished the | oan, but the |oan
was upside down. There was a debt of $40,000. | chose

to relinquish the shares. That was in paynment for the
| oan becom ng a taxable event in 2004.

As previously nmentioned, petitioners failed to report a sale
of the IBM stock on their 2004 Federal incone tax return.
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| BM stock in 2004. The foregoing factors indicate that the
transaction was a sale of IBMstock in 2001.

In the context of taxation, courts have defined a | oan as
““an agreenent, either express or inplied, whereby one person
advances noney to the other and the other agrees to repay it upon
such terns as to tine and rate of interest, or without interest,

as the parties may agree.’” Wlch v. Conm ssioner, 204 F.3d

1228, 1230 (9th G r. 2000) (quoting Conmm ssioner v. Valley Mrris

Plan, 305 F.2d 610, 618 (9th G r. 1962)), affg. T.C. Meno. 1998-

121; see also Talnage v. Commi ssioner, T.C Meno. 2008- 34. For a

transaction to be a bona fide |oan the parties nmust have actually
intended to establish a debtor-creditor relationship at the tine

t he funds were advanced. Fi sher v. Commi ssioner, 54 T.C. 905,

909-910 (1970). “Whether a bona fide debtor-creditor

rel ationship exists is a question of fact to be determ ned upon a
consideration of all the pertinent facts in the case.” |[d. at
909. *“For disbursenents to constitute true |oans there nust have
been, at the time the funds were transferred, an unconditional
obligation on the part of the transferee to repay the noney, and
an unconditional intention on the part of the transferor to

secure repaynent.” Haag v. Conmm ssioner, 88 T.C. 604, 615-616

(1987), affd. wi thout published opinion 855 F.2d 855 (8th Cr
1988) .
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Courts have considered various factors in determ ning
whet her a transfer constitutes genui ne i ndebtedness. No one
factor is necessarily determnative, and the factors considered

do not constitute an exclusive list. See Ellinger v. United

States, 470 F.3d 1325, 1333-1334 (11th Gr. 2006) (listing a

nonexclusive list of 13 factors); Welch v. Conm ssioner, supra at

1230.1% COften it conmes down to a question of substance over form
requiring courts to “‘l ook beyond the parties’ termnology to the

subst ance and econonic realities'”. BB&T Corp. v. United States,

523 F.3d 461, 476 (4th Cr. 2008) (quoting Halle v. Conm ssioner,

83 F. 3d 649, 655 (4th Cr. 1996), revg. Kingstowne L.P. v.

Comm ssioner, T.C Meno. 1994-630). Qur analysis of the factors

relevant to this case |eads to the conclusion that even though
t he docunents prepared by Deriviumuse the term*®loan”, the
transaction | acked the characteristics of a true | oan.

The transaction was structured so that petitioner could
recei ve 90 percent of the value of his IBMstock. Petitioner

woul d have no personal liability to pay principal or interest to

°For exanpl e the nonexclusive list of factors enunerated in
Wl ch v. Conm ssioner, 204 F.3d 1228, 1230 (9th G r. 2000), are:
(1) Whether the promse to repay is evidenced by a note or other
instrunment; (2) whether interest was charged; (3) whether a fixed
schedul e for repaynments was established; (4) whether coll ateral
was given to secure paynent; (5) whether repaynents were nade;
(6) whether the borrower had a reasonabl e prospect of repaying
the | oan and whether the | ender had sufficient funds to advance
the loan; and (7) whether the parties conducted thenselves as if
the transaction were a | oan.
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Derivium and it woul d have made no sense to do so unless the
val ue of the stock had substantially appreciated. Petitioner
transferred ownership of the stock to Derivium which received
all rights and privileges of ownership and was free to sell the
stock. Deriviumdid imediately sell the stock and i medi ately
passed 90 percent of the proceeds to petitioner. The only right
petitioner retained regarding shares of |IBM stock was an opti on,
exercisable 3 years later, in 2004, to require Deriviumto
acquire 990 shares of IBM stock and deliver themto himin 2004.
Petitioner’s right to exercise this option in 2004 was whol |y
contractual because he had already transferred all of the
i ncidents of ownership to Derivium which had i medi ately sold

t he 990 shares. See Provost v. United States, 269 U S. 443

(1926). Petitioner engaged in the transaction because he thought

that the “l oan” characterization would allow himto realize 90

1'n sone instances Derivium s clients have requested the
return of stock. The parties stipulated that Deriviunmis failure
to return the stock has resulted in a nunber of |awsuits; e.g.,
The Lee Fanmily Trust v. DeriviumCapital L.L.C., US. District
Court, District of South Carolina, Robert G Sabel haus v.
DeriviumCapital, US. District Court, District of South
Carolina, The Hammond Famly 1994, L.P. v. D versified Desiqgn,
US. District Court, District of South Carolina, Newton Famly
L.L.C. v. DeriviumCapital, US. D strict Court, District of
Wom ng, WCON GAN Partners, Ltd. v. Charles Cathcart, U S.
District Court, District of Womng, DeriviumCapital L.L.C V.
CGeneral Holdings Inc., US. District Court, District of South
Carolina, Gayson v. Cathcart, U S. District Court, District of
South Carolina. On Sept. 1, 2005, Deriviumfiled a ch. 11
bankruptcy petition, and on Nov. 4, 2005, the case was converted
to ch. 7 and venue was noved to South Carolina.
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percent of the value of the stock, whereas a “sale” would have
netted only 80 percent of the stock’s value after paynent of tax
on the gain. After the transfer petitioners did not conduct
thensel ves as if the transaction was a loan. Petitioners did not
report dividends earned on the 990 shares of IBM stock on their
Federal incone tax returns. When petitioners decided not to
“repay the loan” in 2004, they did not report a sale of the stock
on their 2004 Federal incone tax return and failed to report any
di scharge of indebtedness incone. This failure was totally
inconsistent wwth petitioners’ “loan” characterization.

As to Derivium inmmediately upon its receipt of petitioner’s
stock, it sold the stock in order to fund the “loan”. It did not
hold the stock as collateral for a loan. 1In an ordinary |ending
transaction the risk of loss to a lender is that the borrower
m ght not repay the loan. 1In contrast to the ordinary risk
assuned by a | ender, Deriviumis only risk of |oss would have
arisen if petitioner had actually repaid the “loan”. Petitioner
woul d very |ikely have exercised his option to “repay the |oan”
if the value of the 990 shares of |IBM stock, in August 2004, had
exceeded t he bal ance due. However, if petitioner had exercised
hi s option under those circunstances, Deriviumwould have been
required to acquire 990 shares of IBM stock at a cost exceedi ng
the anount it would have received frompetitioner. On the basis

of all of these factors we nust conclude that Deriviumdid not
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expect or want the “loan” to be repaid. O course if the val ue
of the IBM stock had been |less than the “loan” bal ance in 2004,
it would have been foolish for petitioner to pay the “loan”
bal ance. As petitioner explained at trial, he did not exercise
his right to “buy back ny shares” because it would have cost nore
than the shares were worth

We hold that the transaction was not a | oan and t hat
petitioner sold his IBMstock for $93,586.23 in 2001. 12

This case presents an issue of first inpression in this
Court. However, two other Federal courts have recently
consi dered whet her the transfer of securities to Derivium under
its 90-percent-stock-loan programwas a sale for Federal tax
purposes. In each of those cases the court, using essentially
the same facts and applying the sane | egal standards that are

found in cases such as G odt & McKay Realty, Inc. v.

Conmi ssioner, 77 T.C. at 1237-1238, and Wel ch v. Conni ssi oner,

204 F.3d at 1230, found that the 90-percent-stock-|oan-program
transactions were sales of securities and not bona fide | oans.

See Nagy v. United States, 104 AFTR 2d 2009-7789, 2010-1 USTC

2As noted by the U S. Court of Appeals for the Fourth
Crcuit when it rejected the taxpayer’s argunent that it had
incurred a debt because the arrangenent was | abeled a “Ioan”

“In closing, we are rem nded of ‘Abe Lincoln’s riddle ... *How
many | egs does a dog have if you call a tail a leg?”’” Rogers V.

United States, 281 F.3d 1108, 1118 (10th Cr. 2002). *‘The answer
is “four,” because “calling a tail a |eg does not make it one.”’
ld.” BB&T Corp. v. United States, 523 F. 3d 461, 477 (4th G
2008) .




- 23 -
par. 50,177 (D.S.C. 2009) (in an action involving section 6700
pronoter penalties, Chief Judge Norton for the U S. D strict
Court for the District of South Carolina granted the Governnment’s
nmotion for partial summary judgnent, holding that the 90-percent-
stock-1 oan-program transactions offered by Deriviumwere sal es of

securities, not bona fide loans); United States v. Cathcart, 104

AFTR 2d 2009- 6625, 2009-2 USTC par. 50,658 (N.D. Cal. 2009) (in
an action to enjoin defendants from continuing to pronote
Derivium s 90-percent-stock-1oan program Judge Ham lton of the
US District Court for the Northern District of California
granted the Government’s notion for partial summary judgnent,
hol di ng that the 90-percent-stock-1|oan-programtransactions
of fered by Deriviumwere sales of securities, not bona fide
| oans) . Subsequently, the District Court for the Northern
District of California permanently enjoined Charles Cathcart
from directly or indirectly, by use of any neans or
instrunmentalities:
1. Organizing, pronoting, marketing, selling, or
i npl enmenting the “90% Loan” programthat is the subject
of the conpl ai nt herein;
2. Organi zing, pronoting, marketing, selling, or

i npl ementing any program plan or arrangenent simlar

to the 90% Loan programthat purports to enable

custoners to receive val uabl e consideration in exchange

for stocks and other securities that are transferred or

pl edged by those custoners, w thout the need to pay tax

on any gai ns because the transaction is characterized
as a loan rather than a sal e;
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United States v. Cathcart, No. 4:07-CV-04762-PJH (N.D. Cal. Nov.

23, 2009). W note that M. Cathcart stipulated to the entry of
this permanent injunction.

Wth respect to Derivium a magistrate judge for the
District Court for the Northern District of California
recommended that “injunctive relief against Deriviumis
‘necessary or appropriate for the enforcenent of the Internal

Revenue laws.’” United States v. Cathcart, 105 AFTR 2d 2010-

1287, at 2010-1292 (N.D. Cal. 2010). District Court Judge
Ham | t on adopted the nagistrate judge s recommendations, finding
that the report was well reasoned and thorough in every respect.

United States v. Cathcart, 105 AFTR 2d 2010-1293 (N.D. Cal.

2010) . 2

13The report and reconmendati on of the magi strate judge,
whi ch was adopted by the District Court judge, stated:

Section 7408 authorizes a court to enjoin persons
who have engaged in any conduct subject to penalty
under 8 6700 if the court finds that injunctive relief
is appropriate to prevent the recurrence of such
conduct. * * *

To establish a violation of 8 6700 warranti ng an
i njunction under 8§ 7408, the government nust prove that
defendant: (1) organi zed or sold, or participated in
the organi zation or sale of, an entity, plan, or
arrangenent; (2) nmade or caused to be nade, false or
fraudul ent statenments concerning the tax benefits to be
derived fromthe entity, plan, or arrangenent; (3) knew
or had reason to know that the statenents were fal se or
fraudulent; (4) the false or fraudul ent statenments

(conti nued. ..
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pertained to a material matter; and (5) an injunction
IS necessary to prevent recurrence of this conduct.
United States v. Estate Preservation Servs., 202 F.3d
1093, 1098 (9th G r. 2000) citing I.R C. 88 6700(a),
7408(b). “Under § 6700, any ‘plan or arrangenment’
havi ng sone connection to taxes can serve as a ‘tax
shelter’ and wll be an ‘abusive tax shelter if the
def endant nakes the requisite false or fraudul ent
statenments concerning the tax benefits of
participation.” United States v. Raynond, 228 F.3d
804, 811 (7th Cr. 2000). *“Congress designed section
6700 as a ‘penalty provision specifically directed
toward pronoters of abusive tax shelters and other
abusi ve tax avoi dance schenes.’” United States v.
Wiite, 769 F.2d 511, 515 (8th Cr. 1985) (enphasis in
original). * * *

* * * * * * *

In an order dated Septenber 22, 2009, the district
court granted in part and denied in part, Defendants’
nmotions for summary judgnent. The court found that the
undi sput ed evi dence reveal ed that* as part of the
| oan transaction in question, legal title of a
custonmer’s securities transfers to Derivium USA (for
exanpl e) during the purported |loan termin question,
whi ch vests possession of the shares in Deriviums
hands for the duration of the purported |oan term that
the custonmer nust transfer 100% of all shares of
securities to Derivium USA and that once transferred,
Derivium USA sells those shares on the open nmarket, and
that once sold, DeriviumUSA transfers 90% of that sale
anount to the custoner as the “loan” anount, keeping
10% in Derivium USA s hands; that during the term of
the | oan, the Master Loan Agreenent provides that
Derivium USA has the right to receive all benefits that
cone fromdisposition of the custoner’s securities, and
that the customer is not entitled to these benefits;
that the customer is furthernore prohibited from
repayi ng the | oan anount prior to maturity and is not
required to pay any interest before the |loan maturity
date; and that, at the end of the purported |oan term
the custonmer is not required to repay the anount of the
| oan (but nerely allowed to do so as one option at the

(conti nued. ..
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loan’s maturity date) and can exercise the option to
wal k away fromthe loan entirely at the maturity date
wi t hout repaying the principle; and thus, can

concei vably wal k away fromthe transacti on w t hout
paying interest at all on the | oan.

“The follow ng factual findings are taken
directly fromJudge Ham lIton’s Order dated
Sept enber 22, 2009. Docket No. 333.

The district court concluded that anal ysis of
t hese and ot her undi sputed facts pursuant to either the
benefits/burdens approach outlined in Godt & MKay
Realty, Inc. v. Conm ssioner of Internal Revenue, 77
T.C. 1221, 1236 (Tax Court 1981), or the approach
outlined in Welch v. Commir, 204 F.3d 1228, 1230 (9th
Cir. 2000), conpelled the conclusion that the
transactions in question constituted sal es of
securities, rather than bona fide | oan transactions.
See e.q., Godt, 77 T.C. at 1236-37 (applying multi-
factor test to determ ne point at which the burdens and
benefits of ownership are transferred for purposes of
qualifying a transaction as a sale); Wlch, 204 F.3d at
1230 (exam ning factors necessary to determ ne whet her
a transaction constitutes a bona fide | oan).

The district court also found that the “substance
over formdoctrine” further supported the concl usion
that, in |ooking beyond the actual |anguage of the
Mast er Loan Agreenent to the totality of the undi sputed
facts, the substance of the transaction between the
parties constituted a sale, and not a bona fide | oan.
See, e.q., Harbor Bancorp and Subsidiaries v. Commir,
115 F. 3d 722, 729 (9th Gr. 1997) (it is axiomatic that
tax law fol |l ows substance and not form.

* * * * * * *

Revi ewi ng the above evidence and | egal authorities
cited above, the Court concludes that the evidence
agai nst Defendant DeriviumUSA is strong and that the
merits of the case support entry of default judgnent
here. The Court concludes that an injunction against

(conti nued. ..
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Securities Lendi ng Arrangenent

On brief petitioners argue that the transaction was a
nont axabl e securities | ending arrangenent anal ogous to the
follow ng situation described in Rev. Rul. 57-451, 1957-2 C. B
295, 296:

(2) The stockhol der deposits his stock with his

broker in a “safekeeping” account and, at the tinme of

deposit, endorses the stock certificates and then

aut hori zes the broker to “lend” such certificates in

the ordinary course of the broker’s business to other

custoners of the broker. The broker has the

certificates cancell ed and new ones reissued in his own

name.

In Rev. Rul. 57-451, supra, the Internal Revenue Service was
asked to determ ne whether the situation described above was a
taxabl e di sposition of stock by the stockholder. Petitioners
urge this conpari son because the revenue ruling concl udes that
there is no taxable disposition of stock unless and until the
broker satisfies his obligation to the stockhol der by delivering
property that does not neet the requirenents of section 1036.
Section 1036 provides for nonrecognition if common stock in a

corporation is exchanged solely for conmmon stock in the sane

13(...continued)

Deriviumis necessary or appropriate for the
enforcenent of the internal revenue |laws. See e.q.,
United States v. Thonpson, 395 F. Supp.2d 941, 945-46
(E.D. Cal. 2005) (“Injunctive relief is appropriate if
the defendant is reasonably likely to violate the
federal tax laws again.”) [United States v. Cathcart,
105 AFTR 2d 2010-1287, at 2010-1290 to 2010-1291 (N. D
Cal . 2010).]
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corporation. |d., 1957-2 C.B. at 298. By anal ogy, petitioner
seens to argue that his I BM stock was not di sposed of until 2004
when he surrendered his right to reacquire the IBM stock in
satisfaction of his “debt” to Derivium

The transaction differs significantly fromthat described in
the revenue ruling. Deriviumwas not acting as a broker, and the
arrangenment between petitioner and Deriviumwas not the type of
securities | ending arrangenent described in the revenue ruling.
In the revenue ruling, the stockhol der authorized his broker,
subject at all tinmes to the instructions of the stockholder, to
“l'end” his stock to others to satisfy obligations in a short sale
transaction. The “loan” in the revenue ruling required the
borrower, “on demand,” to restore the |lender to the sane econom c
position that he had occupi ed before entering into the “loan”
Rev. Rul. 57-451, 1957-2 C.B. at 297, described the transaction
as follows:

In such a case, all of the incidents of ownership in

the stock and not nere legal title, pass to the

“borrowi ng” custoner fromthe “lendi ng” broker. For

such incidents of ownership, the “lending” broker has

substituted the personal obligation, wholly

contractual, of the “borrowi ng” custoner to restore

him on demand, to the econom c position in which he

woul d have been as owner of the stock, had the “l oan”

transacti on not been entered into. See Provost v.
United States, 269 U. S. 443 * * * (1926). * * *

The securities | ending arrangenent described in Provost was

al so term nabl e on demand by either the | ender or the borrower so
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that the lender retained all the benefits and assuned all of the
burdens incident to ownership of the stock.?

The master agreenent did not enable petitioner to retain al
of the benefits and burdens of being the owner of the |IBM stock.
Nei t her petitioner nor Deriviumcould termnate the “loan” on
demand. Petitioner could not repay the “loan” and demand return
of his stock during the 3-year termof the “loan”. As a result,
petitioner did not retain the benefits and burdens of ownership.
He did not retain the benefit of being able to sell his interest
in the stock at any tine during the 3-year period and, therefore,
coul d not take advantage of any increases in the stock’s value at

any given tinme during the 3-year period. At the sane tine

¥'n Provost v. United States, 269 U S. at 452, the Suprene
Court described the transaction as foll ows:

During the continuance of the | oan the borrow ng
broker is bound by the |loan contract to give the | ender
all the benefits and the | ender is bound to assune all
t he burdens incident to ownership of the stock which is
t he subject of the transaction, as though the | ender
had retai ned the stock. The borrower nust accordingly
credit the lender with the anmount of any dividends paid
upon the stock while the | oan continues and the | ender
must assunme or pay to the borrower the anount of any
assessnents upon the stock. * * *

The original short sale is thus conpleted and
there remains only the obligation of the borrow ng
broker, term nable on demand, either by the borrower or
the I ender, to return the stock borrowed on repaynent
to himof his cash deposit, and the obligation of the
| ender to repay the deposit, with interest as agreed.

* * %
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petitioner bore no risk of loss in the event that the stock’s

val ue decreased.

In 1978 Congress codified and clarified the then-existing
| aw represented by Rev. Rul. 57-451, supra, by enacting section
1058. Section 1058(a) provides for nonrecognition of gain or

| oss when securities are transferred under certain agreenents as

foll ows:

In the case of a taxpayer who transfers securities

* * * pursuant to an agreenent which neets the

requi renents of subsection (b), no gain or |oss shal

be recogni zed on the exchange of such securities by the
t axpayer for an obligation under such agreenent, or on
t he exchange of rights under such agreenent by that

t axpayer for securities identical to the securities
transferred by that taxpayer.

Section 1058(b) requires the securities agreenent to neet the
followng four requirenents in order to qualify for

nonr ecogni ti on:

SEC. 1058(b). Agreenment Requirenents.—1n order
to nmeet the requirenents of this subsection, an
agreenent shall--

(1) provide for the return to the transferor of
securities identical to the securities transferred;

(2) require that paynents shall be made to the
transferor of anounts equivalent to all interest,
di vi dends, and other distributions which the owner of
the securities is entitled to receive during the period
beginning with the transfer of the securities by the
transferor and ending with the transfer of identical
securities back to the transferor;

(3) not reduce the risk of loss or opportunity for
gain of the transferor of the securities in the
securities transferred; and
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(4) neet such other requirenents as the Secretary
may by regul ati on prescri be.

The master agreenent does not satisfy the requirenents of section
1058(b) (3).

In order to neet the requirenents of section 1058(b)(3), the
agreenent nust give the person who transfers stock “all of the
benefits and burdens of ownership of the transferred securities”
and the right to “be able to term nate the | oan agreenent upon

demand.” Sanueli v. Comm ssioner, 132 T.C 37, 51 (2009). 1In

Sanueli we focused on the neaning of the requirenent in section
1058(b) (3).

[We read the relevant requirenment * * * to neasure a

t axpayer’s opportunity for gain as of each day during

the loan period. A taxpayer has such an opportunity

for gain as to a security only if the taxpayer is able

to effect a sale of the security in the ordinary course

of the relevant market (e.g., by calling a broker to

pl ace a sale) whenever the security is in-the-noney. A

significant inpedinment to the taxpayer’'s ability to

effect such a sale * * * is a reduction in a taxpayer’s

opportunity for gain. [ld. at 48.]

Petitioner was bereft of any opportunity for gain during the
3-year period because he could reacquire the I1BM stock only at
maturity. Schedule D of the master agreenent not only provides
that Deriviumhad the “right, without notice to * * *
[petitioner], to transfer, pledge, repledge, hypothecate,
rehypot hecate, |end, short sell, and/or sell outright sone or al
of the securities during the period covered by the | oan”, but

al so provides that Derivium“has the right to receive and retain
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the benefits fromany such transactions and that * * *
[petitioner] is not entitled to these benefits during the term of
a loan.” Because petitioner was prohibited fromdemandi ng a
return of any stock during the 3-year period, his opportunity for

gain was severely dimnished. See Sanueli v. Conm ssioner, supra

at 48. Accordingly, we hold that the transaction is not

anal ogous to the second situation in Rev. Rul. 57-451, supra, and
IS not an arrangenent that neets the requirenments of section
1058.

Addition to Tax Under Section 6651(a)(1)

Section 6651(a)(1l) provides for an addition to tax where a
failure to tinely file a Federal tax return is not due to
reasonabl e cause or is due to wllful neglect. Pursuant to
section 7491(c), the Comm ssioner generally bears the burden of
production for any penalty, but the taxpayer bears the ultimte

burden of proof. Higbee v. Conm ssioner, 116 T.C. 438, 446

(2001).

Petitioners filed their 2001 Federal inconme tax return on
February 11, 2004, nore than 21 nonths after its due date.
Therefore, respondent has net his burden of production under
section 7491(c), and in order to avoid the section 6651(a)(1)
addition to tax, petitioners have the burden of establishing

reasonabl e cause and the absence of willful neglect for failure
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totinmely file. See Natkunanathan v. Conm ssioner, T.C Meno.

2010- 15.

A delay in filing a Federal tax return is due to reasonabl e
cause “If the taxpayer exercised ordinary business care and
prudence and was neverthel ess unable to file the return within
the prescribed tine”. Sec. 301.6651-1(c)(1), Proced. & Adm n.
Regs. The Suprenme Court has said that willful neglect, in this
context, means “a conscious, intentional failure or reckless

indifference.” United States v. Boyle, 469 U S. 241, 245 (1985).

The only explanation petitioners offered for the delay in
filing their 2001 Federal incone tax return was that they
reported on their 2001 Federal income tax return that they “paid
$25,150 in taxes,” and that “w thout recharacterizing the | oan as
a sale * * * [they] would have been entitled to a refund of
$3,979.” Petitioners’ explanation establishes neither reasonabl e
cause nor the absence of willful neglect. Accordingly, we
sustain respondent’s determ nation and hold petitioners |iable
for the addition to tax pursuant to section 6651(a)(1).

Accur acy- Rel ated Penalty Under Section 6662(a)

Section 6662(a) and (b)(1) and (2) provides that a taxpayer
is liable for a 20-percent accuracy-related penalty on any
portion of an underpaynment of tax required to be shown on a
return attributable to, inter alia, (1) negligence or disregard

of rules or regulations or (2) a substantial understatenent of
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i nconme tax. See New Phoeni x Sunrise Corp. & Subs. V.

Comm ssioner, 132 T.C 161, 189-191 (2009). The Conm ssi oner

general ly bears the burden of production for any penalty, but the
t axpayer bears the ultimate burden of proof. Sec. 7491(c);

Hi gbee v. Commi ssi oner, supra at 446.

A substantial understatenent of incone tax is defined as the
greater of “10 percent of the tax required to be shown on the
return for the taxable year,” or “$5,000.” Sec. 6662(d)(1)(A).
Negligence is defined as “any failure to nmake a reasonabl e
attenpt to conply with the provisions of this title”, and
di sregard includes “any carel ess, reckless, or intentional
di sregard.” Sec. 6662(c).

Respondent has net his burden of production by establishing
that petitioner sold his IBMstock in 2001 and failed to report
the capital gain. Petitioners’ failure to report the gain from
the sale of the IBMstock in 2001 results in a substanti al
under statenment of inconme tax because the resultant understatenent
exceeds $5,000 and is nore than 10 percent of the correct tax.

The penalty under section 6662(a) shall not be inposed upon
any portion of an underpaynent where the taxpayer shows that he
acted with reasonabl e cause and in good faith with respect to

such portion. See sec. 6664(c)(1); Hi gbee v. Conm ssioner, supra

at 448. The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith is made on a case-by-case
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basis, taking into account all the pertinent facts and

ci rcunst ances. Hi gbee v. Commi ssi oner, supra at 448; sec.

1.6664-4(b) (1), Incone Tax Regs.

As previously noted, petitioners did not report their annual
di vidends fromtheir IBM stock which were, under their version of
the transaction, credited yearly against their interest due to
Derivium A paynent of the dividends by I1BM under their version
of the transaction, would have created taxable inconme to them
Further, in 2004 they did not report the sale of their |IBM stock
or any gain fromthat transaction, nor did they report any relief
of 1 ndebtedness incone. These failures were inconsistent with
petitioners’ version of the transaction.

“Under sone circunstances, a taxpayer may avoid liability
for the accuracy-rel ated penalty by show ng reasonabl e reliance

on a conpetent professional adviser.” Tigers Eye Trading, L.L.C

v. Comm ssioner, T.C Meno. 2009-121 (citing United States V.

Boyl e, supra at 250-251, and Freytag v. Commi ssioner, 89 T.C.

849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501
U S 868 (1991)). For reliance on professional advice to excuse
a taxpayer fromthe accuracy-related penalty, the taxpayer nust
show that the professional had the requisite expertise, as well
as know edge of the pertinent facts, to provide infornmed advice

on the subject matter. See David v. Conmm ssioner, 43 F.3d 788,

789-790 (2d Cir. 1995), affg. T.C. Meno. 1993-621; Freytag v.
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Conmi ssi oner, supra at 888; Tigers Eye Trading, L.L.C. .

Comm ssi oner, supra. “The validity of the reliance turns on ‘the

quality and objectivity of professional advice which they

obtained'.” Tiqgers Eye Trading, L.L.C. v. Conmni SSsioner, supra

(quoting Swayze v. United States, 785 F.2d 715, 719 (9th Cr.

1986) ) .

To be reasonabl e, professional tax advice nust generally be
froma conpetent and i ndependent advi ser unburdened with a
conflict of interest and not from pronoters of the investnent.

Mortensen v. Conm ssioner, 440 F.3d 375, 387 (6th G r. 2006),

affg. T.C. Meno. 2004-279. “Courts have routinely held that
t axpayers could not reasonably rely on the advice of pronoters or
ot her advisers with an inherent conflict of interest such as one

who financially benefits fromthe transaction.” Tigers Eye

Trading, L.L.C v. Conm ssioner, supra (citing Hansen v.

Comm ssi oner, 471 F.3d 1021, 1031 (9th G r. 2006) (“a taxpayer

cannot negate the negligence penalty through reliance on a
transaction’s pronoters or on other advisors who have a confli ct

of interest”), affg. T.C Menp. 2004-269, Van Scoten v.

Commi ssioner, 439 F.3d 1243, 1253 (10th Cr. 2006) (“To be
reasonabl e, the professional adviser cannot be directly
affiliated wth the pronoter; instead, he nust be nore

i ndependent”), affg. T.C Meno. 2004-275, Barlow v. Conm Ssioner,

301 F.3d 714, 723 (6th Cr. 2002) (noting “that courts have found
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that a taxpayer is negligent if he puts his faith in a schene
that, on its face, offers inprobably high tax advantages, w thout
obt ai ni ng an obj ective, independent opinion on its validity”),

affg. T.C. Meno. 2000-339, Goldman v. Conm ssioner, 39 F.3d 402,

408 (2d Cir. 1994) (taxpayer could not reasonably rely on
pr of essi onal advi ce of soneone known to be burdened with an
i nherent conflict of interest--a sales representative of the

transaction), affg. T.C. Meno. 1993-480, Pasternak v.

Conmm ssi oner, 990 F.2d 893, 903 (6th Cr. 1993) (reliance on

pronoters or their agents is unreasonabl e because such persons

are not independent of the investnent), affg. Donahue v.

Conmi ssioner, T.C. Menp. 1991-181, and llles v. Comm ssioner, 982

F.2d 163, 166 (6th Gr. 1992) (finding negligence where taxpayer
relied on person with financial interest in the venture), affg.
T.C. Meno. 1991-449). “A pronoter’s self-interest makes such
“advice’ inherently unreliable.” Id.

At trial petitioner testified that he relied on the advice
of his financial adviser, M. Falls, in deciding to enter into
the transaction. However, petitioners have not made any effort
to establish M. Falls’ credentials or qualifications as a
financial or tax adviser, nor have they established what

relationship M. Falls had with Derivium if any.
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Petitioner also testified that he relied upon his accountant
Sharon Cooper as a tax adviser. M. Cooper was not called as a
W tness. Petitioner testified that Ms. Cooper provided himwth
t he nmenorandum dat ed Decenber 12, 1998, from Robert J. Nagy to
Charles D. Cathcart regarding “Tax Aspects of First Security
Capital’s 90% Stock Loan”. M. Cathcart was al so Deriviuns
president.® In the 1998 nenorandum M. Nagy opi nes that First
Security Capital’s 90-percent-stock-loan program was designed to
create genui ne i ndebtedness for Federal tax purposes. Petitioner
testified that he knew not hi ng about M. Nagy other than that he
apparently wote the 1998 opinion letter addressed to M.

Cat hcart concerni ng anot her 90- percent-stock-1oan transacti on.
In the light of the previously cited cases, we find that
petitioners have failed to establish reasonable reliance upon a
conpet ent professional adviser. Accordingly, we sustain
respondent’s determination to i npose an accuracy-related penalty
under section 6662(a).

I n reaching our holdings herein, we have consi dered al
argunents nade and, to the extent not nentioned above, we

conclude they are noot, irrelevant, or without nerit.

15See supra pp. 22-23 regarding Nagy v. United States, 104
AFTR 2d 2009- 7789, 2010-1 USTC par. 50,177 (D.S.C. 2009).




To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

COLVI N, COHEN, WELLS, GALE, THORNTON, MARVEL, GOEKE, KROUPA,
GQUSTAFSON, and PARI'S, JJ., agree with this majority opinion.

MORRI SON, J., did not participate in the consideration of
t hi s opi ni on.
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HALPERN, J., concurring in the result only:

Putting aside the addition to tax and penalty, we nust
answer two questions. First, did petitioner dispose of his |IBM
common stock in 2001 by transferring it to Deriviun? Second, if
he did, did the transaction neverthel ess renmain open for incone
tax purposes until 2004 when petitioner decided whether to demand
that Deriviumreturn stock identical to the transferred stock, so
as to invoke the nonrecognition rule of section 1036?! | answer
the first question in the affirmative and the second in the
negative, as does the mgjority; our reasons differ, however,
particularly with respect to the first question.

Shares of stock of the sane class are fungible, and this has
given rise to apparently formalistic rules for determ ning
questions of ownership (and, by extension, disposition) of such
shares. The traditional, nultifactor, economc risk-reward
anal ysis, as argued by the parties, is appropriate for
determ ning tax ownershi p of nonfungi bl e assets, such as cattle.

See Godt & McKay Realty, Inc. v. Conmm ssioner, 77 T.C 1221,

1237 (1981). For fungible securities, however, a nore focused

i nqui ry--whether legal title to the assets and the power to

1Sec. 1036(a) provides: “General Rule.--No gain or |oss
shal |l be recognized if common stock in a corporation is exchanged
solely for common stock in the same corporation, or if preferred
stock in a corporation is exchanged solely for preferred stock in
the sane corporation.”
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di spose of themare joined in the supposed owner--has been
determ native of ownership for nore than 100 years.

In Richardson v. Shaw, 209 U. S. 365 (1908), a nontax case, a

stockbroker, who held title to the securities in a custoner’s
mar gi n account, had pl edged those securities to secure a | oan.
The broker then filed for bankruptcy. The question before the
Court was whet her, despite the pledge and the broker’s authority
to cover its obligation to its customer with securities other
than those actually purchased on the custoner’s behalf, the
custoner was the owner of the securities and so, on the broker’s
bankruptcy, did not becone nerely a creditor of the bankrupt.
Focusing on the fungibility of the securities in question and the
broker’s limted authority to pledge them (and not to sell them
except in limted circunstances), the Court concluded that the
broker’s status was essentially that of a pledgee and that the
custonmer was and remai ned the owner of the securities. Legal
title and the power to dispose were not united in the broker, and
t he broker was not, therefore, the owner of the securities.

In Provost v. United States, 269 U S. 443 (1926), a Federal

stanp tax case, the question was whether the transfers of stock
back and forth between a securities |l ender and a securities
borrower (both stockbrokers) constituted taxable dispositions of
the stock. The Court assuned that such transfers usually

occurred to facilitate short sales. The securities |ender
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provi ded the stock to the securities borrower, who delivered it
in fulfillment of the agreenent of his custoner (who was short
the stock) to sell it. The |lender had the contractual right, on
demand (with notice), to receive equivalent stock fromthe
borrower. The Suprene Court sharply distinguished the facts in

Provost fromthose in R chardson v. Shaw, supra. I n Ri chardson

the broker’s status as pl edgee rather than owner rested on the
requi renent that the broker have on hand for delivery to its
custoners stock of the kind and anount that the custoners owned.
In a securities |oan, however:

The procedure adopted and the obligations incurred in
effecting a | oan of stock and its delivery upon a short
sale neither contenplate nor admt of the retention by
* * * the | ender of any of the incidents of ownership
in the stock |oaned. * * * Upon the physical delivery
of the certificates of stock by the lender, with the
full recognition of the right and authority of the
borrower to appropriate themto his short sale
contract, and their receipt by the purchaser, all the
incidents of ownership in the stock pass to him

Provost v. United States, supra at 455-456. Notw t hstandi ng that

the securities lender retained full market risk on the stock
lent, the loan (and return) of the stock were considered

di spositions, shifting owership of the stock transferred. As
one scholar wote of the Suprenme Court’s analysis in Provost:

The anal ysis could not be clearer: a pledgee does
not becone a tax owner of a pledged stock while a
borrower does becone a tax owner of a borrowed stock
because the pledgee has a limted control over the
pl edged securities while the stock borrower’s control
is conplete. This result obtains even though a stock
borrower gains no econom c exposure to the borrowed
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stock, all of which is retained by a lender. 1n other
words, control overrides econonic exposure in
deternining tax ownership of a borrowed stock

Raskol ni kov, “Contextual Analysis of Tax Owmnership”, 85 B. UL
Rev. 431, 481-482 (2005) (enphasis added).?

Deriviumwas in the position of a securities borrower who
borrows stock to deliver on a short sale, and petitioner was in
the position of the securities |ender who |l ends his stock to nmake
that delivery possible. It is enough for nme that petitioner gave
Deriviumthe right and authority to sell the | BM comon stock in
guestion for its own account, which Deriviumin fact did.® The
nonrecourse nature of petitioner’s obligation to repay Derivium
and al nost every other factor considered by the majority to
determ ne who bore the “benefits and burdens of ownership”, is

beside the point. Petitioner disposed of the stock in 2001.

2Pr of essor Raskol ni kov builds his analysis on a sem nal
di scussion of the fundanental difference between tax ownership of
fungi bl e and nonfungi bl e assets by now Professor Edward
Kl ei nbard. See Kleinbard, “Ri sky and Ri skl ess Positions in
Securities”, 71 Taxes 783 (1993).

SApparently, Judge Holnmes and | differ on whether petitioner
di sposed of his stock on Aug. 16, 2001, when Mrgan Keegan
credited Derivium s account with the I BM stock petitioner
transferred, or on the next day, Aug. 17, 2001, when Derivium
sold that stock. Although | have no authority addressing that
point, | think that, consistent with Provost v. United States,
269 U. S. 443 (1926), petitioner disposed of the IBM stock on the
prior date; i.e., the date he gave Deriviumboth the right and
authority to sell the stock. | do not believe that applying a
simlar rule to transactions intended to be securitizations
constitutes a change in the |law, as Judge Hol nes believes.
Hol mes op. note 1. In any event, sec. 1058 establishes a broad
saf e-harbor to shelter many securitizations.
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Wthout nore, that would constitute a realization event in that
year. See sec. 1001(a). Petitioner correctly makes no claim
that section 1058 saves himfromrecognition of inconme. See

Sanueli v. Conmm ssioner, 132 T.C. 37, 49 (2009) (section

1058(b)(3) requires that the I ender be able to demand a pronpt

return of the lent securities). W need only determ ne whet her

the cal culation of gain or | oss nust remain open, awaiting the

determ nation of whether petitioner closed the transaction in

2004 by acquiring I BM comon stock fromDerivium | think not.
Petitioner relies on Rev. Rul. 57-451, 1957-2 C B. 295,

whi ch addresses whet her a taxpayer hol ding stock received

pursuant to the exercise of a restricted stock option makes a

di squal i fying disposition of that stock when he “lends” the stock

to a broker in a transaction that would qualify as a disposition

under the analysis of Provost v. United States, supra. The

ruling concludes that whether there is a disqualifying

di sposition turns on whether, at the end of the |oan transaction,
t he taxpayer receives fromthe broker stock that would qualify
for nonrecognition of gain or |oss under section 1036. The
pertinent facts of the ruling are distinguishable fromthe facts
of this case because, in consideration for his stock, the
taxpayer in the ruling appears to have received nothi ng ot her
than “the personal obligation, wholly contractual, of the

‘“borrowi ng’ custoner to restore him on denmand, to the econonc
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position in which he woul d have been as owner of the stock, had
the ‘loan’ transaction not been entered into.” Rev. Rul. 57-451,
1957-2 C.B. at 297. Perhaps the Conm ssioner thought the
transaction remai ned open because of the distinct possibility
that, apart fromthe borrowi ng broker’s contractual obligation,
t he taxpayer woul d receive only stock that would qualify any gain

(or loss) for nonrecognition under section 1036. Cf. Starker v.

United States, 602 F.2d 1341, 1355 (9th Gr. 1979)
(nonsi mul taneous transfer qualifies as |ike-kind exchange “[e]ven
if the contract right includes the possibility of the taxpayer
recei ving sonet hing other than ownership of |ike-kind property”).
The ruling may be of |imted significance for another
reason, since it addresses a definition of “disposition” limted
to purposes of determ ning whether there has been a disposition
of stock received pursuant to a restricted stock option. The
rul es governing restricted stock options were found in section
421 before its amendnent by the Revenue Act of 1964, Pub. L. 88-
272, sec. 221, 78 Stat. 63, and subsection (d)(4) thereof defined
“di sposition” as a sale, exchange, gift, or transfer of |egal
title but not, anmong other things, an exchange to which section
1036 applies.* The ruling contains insufficient analysis for ne

to extend it beyond its unique circunstances.

“A simlar rule can now be found in sec. 424(c)(1)(B)
Nei ther rule nentions transfers of securities for which no gain
i's recogni zed pursuant to sec. 1058.
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| agree with respondent that petitioner realized $103, 985 on
his disposition of the I BM conmmobn stock in 2001. The parties
stipulated that the adjusted basis in the stock was $21, 171
Respondent determ ned that petitioner’s realized gain, in 2001,
was $72, 415, because respondent allowed himto deduct fromthe
anount realized not only his adjusted basis but also $10, 399,
denom nated in respondent’s cal cul ation as “cost of sale”.
Respondent further determ ned that petitioner nust recognize that
gain (as long-termcapital gain) in 2001. | agree that
petitioner must recognize his gain in 2001. It seens to ne,
however, that the “cost of sale”, $10,399, probably represents
not a cost of the sale but the nondeductible value of the option
that allowed petitioner (if he wished) to buy 990 shares of |BM
common stock from Deriviumin 2004 for $124,429 plus, perhaps,
Derivium s charge for undertaking the transaction

VWHERRY, J., agrees with this concurring opinion.
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HOLMES, J., concurring in the result only: Calloway and
Derivium agreed to what Calloway clains was a nonrecourse | oan
secured by his stock. In exchange for noney, Call oway
transferred control of the stock to Derivium Deriviumsold the
stock on the open market. The tax rules would seemto be easy to
apply. Section 1.1001-2(a)(4)(i), Income Tax Regs., provides
that “the sale * * * of property that secures a nonrecourse
l[iability discharges the transferor fromthe liability.”

Commi ssioner v. Tufts, 461 U. S. 300, 308-09 (1983), and Crane v.

Comm ssioner, 331 U S 1, 12-13 (1947), teach that the anount

realized includes any nonrecourse liability secured by the
property sold. Calloway woul d then have to recogni ze the

di fference between the discharged debt (i.e., the anmount of the
| oan proceeds plus one day’' s accrued interest mnus his basis in
t he stock).

That woul d be enough to solve the only substantive issue in
this case. The mpjority (admttedly at the Comm ssioner’s
behest) instead goes off on a frolic and detour through an
i nappropriate nultifactor test, applies it in dubious ways, and
ends up reaching an overly broad holding with potentially harnfu
effects on other areas of |aw.

l.
The key m stake the majority makes is anal yzing two

transactions as one. These two transactions were the purported
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| oan as set forth in the Master Agreenment and Derivium s
subsequent secret sale of Calloway’s stock to an unrel ated party.
It’s the characterization of the first transaction—-the one that
Cal | oway actually knew about because he signed the Master
Agreenent - -t hat should be our focus. The subsequent sale, though
it nust be analyzed for its own tax consequences, should not
af fect our characterization of the purported | oan. Accord People

V. DeriviumCapital, LLC No. 02AS05849 (Cal. Super. C. Nov. 5,

2003) (“While the immediate |iquidation of the security may have
many untoward inpacts upon the parties to the transaction, those
potential inpacts have no apparent rel evance to the bona fide
nature of the primary transaction.”).

The majority concludes that the initial transfer of stock
bet ween Cal |l oway and Deriviumwas a sale w thout ever finding
that Call oway knew that Deriviumwould sell the stock
collateralizing the loan. Its holding is that Derivium s right
to sell was a sale. Collapsing Deriviums contractual right to
sell into the subsequent sale would be appropriate if Calloway
was splintering one transaction into two for no other purpose
than to avoid taxes--where the transacti ons were ot herw se
“integrated, interdependent, and focused toward a particul ar

result.” Pierre v. Conmssioner, T.C Meno. 2010-106 (describing

the step transaction doctrine) (citing Conm ssioner v. Cark, 489

US 726, 738 (1989)). But here, where Deriviumrepresented to
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its clients that it intended to hold the stock and never told
them of the quick sale, one cannot say that these transactions
were integrated or interdependent.

.
To arrive at its destination, the mgjority uses G odt &

McKay Realty, Inc. v. Conm ssioner, 77 T.C. 1221 (1981). In

G odt & McKay, we had to distinguish between a sale and a sham
involving the purported sale of cattle. |In this case, the
parties aren’t argui ng about whether there was a sale or a sham
but about whether there was a sale or a loan. [If we are going to
conpare apples to oranges, we could just as easily use the test
for distinguishing a |loan from conpensation in Haag v.

Comm ssioner, 88 T.C. 604, 616 n.6 (1987), affd. wthout

publ i shed opinion 855 F.2d 855 (8th Cir. 1988), or the test for

di stinguishing a loan fromstock redenption in Rogers v. United

States, 281 F.3d 1108 (10th Cr. 2002), but those tests, too,
contain irrelevant factors and are inexact in capturing the
essence of the distinction we need to nake in this case. Godt &
MKay is just the wong test for analyzing this transaction.

O course, if there is no on-point guidance, it is hel pful
to borrow fromtests that nay be otherw se inapplicable, if we
stay alert to any differing circunstances. |In this case |

believe there is a nore relevant test. Wl ch v. Conni ssi oner,

204 F.3d 1228 (9th Cr. 2000), affg. T.C. Meno. 1998-121, for
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exanpl e, sets out the defining characteristics of a loan, listing
seven factors that courts have consi dered, none of which would
have to be dism ssed as inapplicable to this case.
A good test should also reflect the nature of the property
involved to determne the relevant factors, the proper weight for
each factor, and whether any additional factors would be useful.

See, e.g., Torres v. Conm ssioner, 88 T.C. 702, 721-22 (1987);

Rev. Rul. 2003-7, 2003-1 C.B. 363. The majority starts down the
right path by excluding paynent of property taxes as a sign of
ownership (recognizing its inapplicability to stock), majority
op. p.16, but then it stops short, not anal yzing the significant
di fferences between the fungible and intangi ble property at issue
in this case and the nonfungi ble and tangi bl e property at issue

in Godt & McKay.?! One would think fromreading the majority’s

Judge Hal pern does recogni ze this inportant difference, and
(foll owm ng some quite persuasive commentators) urges us to adopt
“control” as the essential attribute of determ ning the tax
ownership of securities. See Halpern op. p. 43. In alnost al
tax contexts, the concept of control as the touchstone of
ownership seens nuch better than the ever-pliable nmultifactor
tests that domnate the field. | also agree with himthat it
offers a much better path in explaining the caselaw, at |east
before today’ s result. But it does not adequately distinguish,
as | explain below, between secured interests in stock and
outright transfers of ownership. Maybe it nakes sense to
obliterate this distinction, and treat all secured interests in
securities as sales if there’'s been an effective change in
control over them but that big a change is one for the
| egi sl ati ve branch, not us, to nmake. In the neantine, we should
do our best to cone up with a way to distinguish secured | oans
from sal es even when nodern conditions nmake the distinction

(continued. . .)
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opinion that this is a new problem but it isn't. See, e.g.,

United Natl. Corp. v. Conm ssioner, 33 B.T.A 790 (1935) (finding

a 100-percent |oan on the value of stock, even though originally
characterized by the participants as a sale, was in fact a | oan);

Fi sher v. Conm ssioner, 30 B.T.A 433 (1934) (declining to

recharacterize a purported sale of stock as a | oan).
.

The G odt & McKay test m ght be helpful if the mgjority

adapted it to match the actual facts of this case instead of
applying it wthout consideration of how shares of stock differ
fromlivestock and how di stinguishing a loan froma sale is
different fromdistinguishing a sale froma sham Consi der

Title and Possession. The clunsiness of using Godt & MKay

is nost striking inits focus on title and possession. These
factors don't jibe well with the way stock is actually held. As

far back as 1908, in Richardson v. Shaw, the Suprene Court

realized that a shareholder could retain ownership without title
or possession when a broker purchased and held the shares for the
shar ehol der’ s account:

[I]n no just sense can the broker be held to be the

owner of the shares of stock which he purchases and
carries for his custoner. * * *

* * * * * * *

Y(...continued)
sonetinmes hard to figure out.
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* * * Upon settlenent of the account * * * [the broker]

receives the securities. 1In this case the broker

assuned to pledge the stocks * * * because by the terns

of the contract * * * he obtained the right fromthe

custoner to pledge the securities upon general |oans,

and in |ike manner he secured the privilege of selling

when necessary for his protection.

209 U. S. 365, 377-78 (1908).

St ock ownership today is even farther renoved fromtangi bl e-
property concepts like title and possession owng to the rapid
evolution of the indirect holding system The official title
hol der of nost publicly traded securities, and possessor of nost
physi cal stock certificates, is Cede & Co.--"the nom nee nane
used by The Depository Trust Conpany (“DTC’), a limted purpose
trust conpany organi zed under New York |law for the purpose of
acting as a depository to hold securities for the benefit of its
participants, sone 600 or so broker-dealers and banks.” U C C
art. 8 (1994) (prefatory note). The U C.C's drafters? estinmate

t hat sonmewhere between sixty and eighty percent of publicly

traded securities are held by the brokers and banks that

2The Anerican Law Institute and the National Conference of

Commi ssioners on Uniform State Laws have often had to revisit the
probl ens caused by the rapid changes in the securities industry.
Their nost recent revision of Article 8 was “to elimnate * * *
uncertainties by providing a nodern | egal structure for current
securities holding practices,” UCC art. 8 (1994) (prefatory
note), and “to elimnate the uncertainty and confusion that
results fromattenpting to apply common | aw possessi on concepts
to nodern securities holding practices.” 1d. sec. 8-106 cnt. 7.
It would be wise for courts in other areas of |aw to acknow edge
these parallel efforts to acconmpdate changes in the real world.
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participate in the DIC.® [|f someone within this |arge network of
brokers sells stock to a purchaser also within the network, the
purchase and sale are netted agai nst each other and the
underlying stock remains in Cede & Co.’s nane. See id. This
means that even when there is an undi sputed sal e of stock the
title holder often does not change. The nmjority concludes that
legal title passed when Calloway “transferred the IBM stock to
Derivium s Mdrgan Keegan account.” Majority op. p. 14. But if
the IBMshares are titled to Cede & Co.--as nost publicly traded
stock is--then title didn’t actually change.

The right of possession simlarly nakes sone sense when
tal king of cows. The owner of a cowis likely to be able to put
it in the barn of his choice, but possession is unhel pful to
determ ne the owner of shares of stock. Consider a true |oan
secured by stock. In nost cases, creation of a security interest

in stock is no |l onger delivering a physical certificate or noting

%The DTC is now a subsidiary of the Depository & Trust
Cl earing Corporation, which sells even nore clearinghouse
services. The scale of the transactions roiling beneath the
pl acid surface of stable title and possession is m ndboggling--
annual volunme is neasured not in trillions, but quadrillions of
dollars. The Depository Trust & Cearing Corp., About DTCC,
http://ww. dt cc. conf about / busi ness/ i ndex. php; Securities and
Exchange Comm ssion, Testinony Regardi ng Reduci ng R sks and
| mproving Oversight in the OTC Credit Derivatives Market Before
t he Subcomm ttee on Securities, Insurance, and |Investnent of the
Senate Comm ttee on Banki ng, Housing, and Urban Affairs, Janmes A
Overdahl, Chief Econom st (July 9, 2008), avail able at
http://ww. sec. gov/ news/t estinony/ 2008/t s070908j ao. ht m
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t he pl edge on the books of the issuing corporation; it's a matter
of contracting with a Iender who is (as a matter of contract)
allowed to sell, repledge, relend, etc. the stock involved.*
Under the U.C.C., in fact, a lender with a secured interest in
shares of stock nust obtain effective “control” over themto
mai ntain priority--that is, he nust take all steps so that he may
sell the securities without further perm ssion of the borrower.
Id. sec. 8-106 cmt. 1. One accepted way to obtain control is to
have the borrower transfer his position to the | ender on the
books of the securities issuer or broker. 1d. sec. 8-106(d)(1).
When this happens, so far as the broker, the securities issuer,
or the rest of the outside world is concerned, the secured party
is the registered owner entitled to all rights of ownership, but
t he debtor remains the owner as between himand the secured

party. See id. sec. 9-207 cnt. 6 (Exanple) (2000). This nakes

“Consi der the followi ng | anguage, often found in margin
account agreenents, where the Borrower gives the Lender the right
to “pl edge, repl edge, hypothecate or re-hypothecate, w thout
notice to ne, all securities and other property that you hold,
carry or maintain in or for any of ny margin or short Accounts
* * * without retaining in your possession or under your control
for delivery the sane anount of simlar securities or other
property. The value of the securities and other property that
you may pl edge, repl edge, hypothecate or re-hypothecate may be
greater than the anount | owe you.” TD Aneritrade, Cient
Agreenent, http://ww.tdaneritrade. conlfornms/ AMID182. pdf; see
al so Pershing, Credit Advance Margin Agreenent,
htt ps://ww. uvest. coni pdf/ Mar gi n9%20Account ¥20Agr eenent . pdf ; Zecco
Tradi ng, Margin Application, https://ww. zecco. con formnms/ margi n-
appl i cati on/ Downl oadFor m aspx.
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secured lending collateralized by securities ook very simlar to
a sale if neasured by title and possession. See, e.g., 1d. sec.
8-106 cnt. 4.

Qoligation to Deliver Deed. Perhaps the nost striking proof

of the inaptness of G odt & McKay for this case is its attention

to “whether the contract creates a present obligation on the
seller to execute and deliver a deed and a present obligation on

the purchaser to nake paynents.” Godt & McKay, 77 T.C at 1237.

The majority construes this to nmean an obligation by Calloway to
transfer control of his stock and of Deriviumto transfer noney.
Majority op. p. 16. A focus on whether there are current
obligations to deliver and pay nakes perfect sense in

di stingui shing between a sale of cattle and a shamtransacti on.
As between those two characterizations, if there is a current
obligation to exchange noney for possession of cattle the
transaction is nore likely a sale. But this factor only shows

how little use the Godt & McKay test can be in distinguishing a

loan froma sale, where there is of course an obligation for
Deriviumto transfer noney--that’s the whol e point of a |oan.
And every pl edge | oan includes a transfer of possession of a
chattel (i.e., collateral). That doesn’'t make pawnshops the

buyers of every bit of their collateral. See, e.g., R_Sinpson &

Co. v. Conm ssioner, 44 B.T.A 498, 499 (1941) (noting that

pawnbr oker’ s busi ness was | endi ng noney on personal property),
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affd. 128 F.2d 742 (2d Cir. 1942). And in the case of stock,
where the concept of possession has becone so illusory, the
useful ness of execution of a “deed” seens even | ess hel pful than
the concept of passing “title”.
The rest of the factors don’'t nuch hel p either.

VWhet her an Equity WAs Acquired in the Property. The

majority refers to this as “Equity Inherent in the Stock”
majority op. p. 16, but it isn't clear what “inherent equity” is
or how that concept would apply to stock, which is not only

i ntangi bl e and fungi ble, but divisible. As used in Godt &
McKay, this factor describes not rights, but value. Godt &
McKay, 77 T.C. at 1238 (“Petitioners ostensibly paid $6, 000 per
head for cows they knew were worth far | ess and which we find had
a fair market value not in excess of $600 per head.”). |If
anything, this suggests that Calloway retained an equity in the
stock for the short tine before Deriviumsold it. After all, he
got only 90 percent of its fair market value. And in finding
that this factor weighs in favor of a sale, the majority states
that the effectiveness of the arrangenent depended on Deriviums
ability to acquire and deliver the required nunber of shares in
2004 but fails to note how this is inconsistent with a | oan—the
success of every term |l oan depends on the ability of the parties
to performat the end of the term (It also assunmes that from

Cal | oway’ s perspective, Deriviumwasn't going to keep the
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collateral in its account and hedge against fluctuations inits
val ue.)

Perhaps the ngjority intends to suggest that there is a
due diligence requirenent on the part of the borrower that was
not conpleted here. This nakes sense--an apparent inability to
return collateral, repay a loan, or fund a loan in the first
pl ace woul d wei gh against finding the parties truly intended a

| oan. See, e.g., Gouldman v. Conm ssioner, 165 F.2d 686, 690

(4th Cr. 1948), affg. a Menorandum Opi nion of this Court. But
there is no explanation of this point and no indication whether
there was anything at the tine that should have warned Cal | oway
that Deriviumwould not be able to perform

Ri sk of Loss and Receipt of Profits Fromthe Operation and

Sale of the Property. 1In today's world, when dealing with

i ntangi bl e, fungible securities, | agree with Judge Hal pern that
t he benefits and burdens of ownership are “beside the point” in
determ ning who is the owner for tax purposes. Halpern op. p.

43. Stock owners who want to keep their stock but hedge agai nst
risk or sell benefits have | ong had various nethods avail able to
trade away the benefits and burdens of ownership w thout
affecting tax ownership. See Kleinbard, “R sky and Ri skl ess
Positions in Securities,” 71 Taxes 783, 786 (1993) (“The econom c
risk/reward anal ysis applicable in determ ning tax ownership

under a sal e-l easeback of a building or other tangi ble property
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is difficult to apply sensibly in the context of publicly traded
securities.”). In sonme cases, “the traditional determnation of
who bears market risk is nore than sinply not dispositive, it in
fact is negatively correlated to the tax conclusion.” 1d. at

794. This is consistent with our correlative holding that an
option to purchase stock, even though entitling the holder to the
benefits of appreciation, isn't a present interest in stock.

Hope v. Comm ssioner, 55 T.C. 1020, 1032 (1971), affd. 471 F. 2d

738 (3d cir. 1973). If the majority’s analysis is applied
broadl y, stockowners will be surprised to find out that they
unwittingly sold their stock by engaging in cormmon hedgi ng
transacti ons.

As a practical matter, the majority also seens to overl ook
that Call oway bore the risk of the first 10 percent of loss in
that he realized only 90 percent of the stock’s value in 2001.
It appears to treat the renmaining 10 percent as the price of an
option (used colloquially, rather than as a derivative instrunent
of the sort traded in the options markets). The mgjority also
gl osses over the fact that Calloway theoretically retained nost
of the stock’s upside via his power to repay the loan for a

return of collateral coupled with his right to dividend paynents.



V.
A
The majority’ s approach has the potential to weak sone

havoc on the unsuspecting. For instance, the majority seens to
say that a nonrecourse |oan—that is, a | oan where the borrower
has the option to surrender collateral instead of repay— does not
include an obligation to repay. Particularly relevant here, the
majority notes that for a loan to exist, “‘there nust have been,
at the time the funds were transferred, an unconditional
obligation on the part of the transferee to repay the noney, and

an unconditional intention on the part of the transferor to

secure repaynent.’” Majority op. p. 18 (quoting Haag, 88 T.C. at
615-16. The majority continues: “Oten it conmes down to a

guestion of substance over formrequiring courts to ‘|l ook beyond
the parties’ termnology to the substance and econom c
realities.”” Mjority op. p. 19. Fromthere the majority
concludes that the transaction | acked the characteristics of a
true | oan because “[p]etitioner would have no personal liability
to pay principal or interest to Derivium and it would have nade
no sense to do so unless the value of the stock had substantially
appreciated.” Mjority op. pp. 19-20.

That’s way too broad a statenent of the law if taken
seriously. Before this case, nonrecourse |oans have satisfied

the obligation-to-repay test if, at the beginning of the loan, it



- 60 -
woul d make econom c sense for the borrower to pay it off. Tufts,
461 U. S. at 312. In other words, if the loan is

overcol lateralized at its inception, courts find an obligation to

repay and a reasonabl e prospect of repaynent. See Qdend’ hal v.

Conm ssi oner, 748 F.2d 908, 912 (4th Cr. 1984), affg. 80 T.C

588 (1983). Events that occur after that tinme are inmaterial to

this initial characterizati on. See Lebowitz v. Commi ssioner, 917

F.2d 1314, 1318 (2d Cr. 1990), revg. T.C Meno. 1989-178. On
the facts of this case, Calloway--whose | oan was
overcol |l ateralized by 10 percent--had a bona fide obligation to
r epay.

Nonrecourse financing is a perfectly normal part of the
busi ness worl d. See Robi nson, “Nonrecourse |ndebtedness,” 11 Va.
Tax Rev. 1, 10 (1991) (“The legitimacy of financing with
nonr ecour se i ndebtedness is widely recognized”). Sone states
have nonrecourse financing for residential nortgages, e.g., Cal.
Cv. Proc. Code sec. 580b (West 1976 & Supp. 2010), and of course
the entire pawnshop industry is built onit. See National
Pawnbr okers Associ ati on, “Pawnbroking |Industry Overview (2008-
09), available at http://ww. nati onal pawnbr okers. org/files/
| ndust ry%200Qver vi ewd207-7-09. pdf. A general statenent about the

uncondi tional obligation to pay as a key characteristic of debt
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shouldn’t be read to say that such secured, but nonrecourse,
financing isn't a species of loan.®
B

A second way in which the majority’s holding is too broad is
that it inplies that giving a secured | ender the right to sel
under | ying stock without notice to the borrower turns a loan into
a sale. But this is conmmon in margin accounts, as the SEC warns:
“Sone i nvestors have been shocked to find out that the brokerage
firmhas the right to sell their securities that were bought on
mar gi n--w t hout any notification * * * .7 Securities and

Exchange Comm ssion, “Margin: Borrow ng Money To Pay for Stocks”,

SA common instance of this is borrow ng agai nst the val ue of
life-insurance policies. The tax treatnment of this phenonmenon is
easy to understand and (one hopes, even after today) settled as a
matter of law. Atwood v. Conmi ssioner, T.C Meno. 1999-61, is a
good exanple. In 1986 and 1988 t he Atwoods purchased
single-premumlife insurance policies. After experiencing sone
financial difficulty, they decided to borrow against their
policies with loans fromthe insurance conpany. They received
cash immedi ately and tax free. They had the option to repay the
| oan plus interest, walk away by surrendering their life
i nsurance policies, or (by paying the prem uns) keep the | oan
outstanding until the policy paid out at their death.

The Atwoods didn’t pay prem uns or | oan paynents, so the
insurer allowed the loan to remain outstanding until 1995, when
its bal ance reached the policy’s cash surrender value. At that
time the insurance conpany cashed in the Atwoods’ policy, but
i nstead of sending a check to them it paid itself back first.
Because this paynent otherw se woul d have been a cash
distribution to them the Atwoods were charged with i ncone when
the loan was repaid with their policy proceeds. The |ack of an
enforceabl e obligation to repay--beyond surrendering pl edged
collateral--didn’t turn the initial transaction into a sale
i nstead of a | oan.
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http://ww. sec. gov/investor/ pubs/ margi n. htm see al so supra note
4. And the mpjority’s holding is also inconsistent with the
current formof nost stock ownership. |In the case of stock that
is held through an intermedi ary such as Cede & Co., the U C C
refers to the stock owner as the “entitlenment holder” and refers
to the interest in the stock as the “security entitlenent.”
U CC sec. 8-102(a)(7), (17) (1994). As discussed above, if a
stock owner--or “entitlenent hol der”—w shes to borrow agai nst
his “security entitlenent,” the secured | ender nust take
“control” to maintain priority over other creditors. Borrowers
can give a lender control by transferring their position to the
| ender on the books of the securities internediary, id. sec.
8-106(d) (1), or by arranging for the securities internediary to
act on instructions directly fromthe |ender, id. sec.
8-106(d)(2). 1In essence, a |ender has control when he takes
“what ever steps are necessary, given the manner in which the
securities are held, to place itself in a position where it can
have the securities sold, wthout further action by the owner.”
Id. sec. 8-106 cnmt. 1. Therefore, a secured | ender customarily
has a contractual right to sell w thout notice or demand, subject

toits exercise in good faith.® See, e.g., Kaplan v. First

Even under the majority’s analysis, giving another party
the right to sell is not always a taxable disposition. |If the
parties’ agreenent follows the guidelines in section 1058(b) then

(continued. . .)
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Options of Chi. Inc., 143 F. 3d 807, 818 (3d G r. 1998)

(then-Circuit Judge Alito).

The majority’s holding--what | fear it could be boiled down
to--is that this transaction was a sal e because the advance of
nmoney was nonrecourse and Deriviumhad the authority to sel
after taking possession of the stock. G ven nodern conditions in
which a lender’s authority to sell stock is routine and even
necessary, the real effect of the holding would be to treat al
nonrecourse | endi ng agai nst stock collateral as sales. The
maj ority does not appear to realize how startling that woul d be.

V.

The Grodt & McKay test, |like other transaction tests, al so

notes that the intention of the parties governs the true nature

5C...continued)
t he Code says no gain or | oss need be recognized by the stock
owner at the tinme of the initial transfer. Sec. 1058(a). This
section generally is applied to allow margin brokers to engage in
short sales w thout tax consequences to the stock owners.

Section 1058 would mtigate the effect of the ngjority’s
holding if the right to sell was commonly limted to short sales
or other transactions that fit into the confines of section
1058(b). But as discussed above, stock owners al so customarily
give a secured lender the right to sell for the | ender’s own
protection——e.g., to cover margin calls or repay a loan in
default. |If a secured |lender sells the underlying stock for one
of these reasons, then any obligation to return identi cal
securities is typically replaced wwth an obligation to apply the
proceeds of the sale to the outstanding debt. See, e.g., UCC
sec. 9-207(c)(2) (2000). This rips the transaction fromthe
protection of section 1058, see sec. 1058(b)(1), and renders the
initial transfer taxable under the majority’ s anal ysis.
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of a transaction. Godt & McKay, 77 T.C. at 1237; see al so

Welch, 204 F.2d at 1230; United Natl., 33 B.T.A at 794; Fisher,

30 B.T.A at 440. Intent is seen by courts “as evidenced by the
witten agreenents read in light of the attending facts and

circunstances”. Godt & McKay, 77 T.C. at 1237 (citation

omtted). |If the test is stated that generally, no one can
di sagree. But in addition to the problens caused by this test in
this case, the magjority does not analyze the effect of deception.
We are confronted here with one party who was not being honest
with the other about its intentions. (The Conm ssioner admts
generally that Deriviumtold its custoners that it intended to
hold the stock and hedge agai nst the upside risk via a
proprietary trading strategy. Reqgs. for Adms. 264, 276.)
Despite the inportance of intent in these tests, the majority
doesn’t address what effect deception has on the characterization
of the transaction.

Decepti on shoul d have been considered at a m ni nrum under the

G odt & McKay factor regarding the parties’ treatnent of the

transaction, but the majority nmerely notes that the parties’
treatnent was inconsistent with a | oan because Call oway adm tted
that he knew he had authorized Deriviumto sell his stock. This
know edge, however, is not inconsistent with a nonrecourse | oan
secured by fungi ble collateral --such a provision is standard in

br oker age and cust odi an account agreenents where stock secures a
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| oan. See supra note 4. The majority fails to nmention that
Calloway testified that he did not know Derivium had sold the
stock and that Deriviumsent out quarterly lies that it still
held the collateral and credited the anmount of dividends paid to
reduce Calloway’s interest obligation. That, too, however, was
part of the conduct of the parties.

The majority simlarly notes that Call oway was never
required to repay any principal or interest, but this also is
consistent wwth the |l oan ternms--a nonrecourse loan with a balloon
paynment at the end. W have recogni zed parties’ rights to
structure |l oans as they see fit, even allowng for zero interest.

Wl ch, 204 F.3d at 1230 (quoting Conmi ssioner v. Valley Mrris

Plan, 305 F.2d 610, 618 (9th Gr. 1962), revg. 33 T.C. 572 (1959)

and Morris Plan Co. v. Conmissioner, 33 T.C. 720 (1960)); see

al so Robi nson, supra at 9 (“Nonrecourse | oans created by contract
can take whatever formneets the needs of the parties”). And we
note that even if the taxpayer does not pay interest during the

| oan term upon satisfaction of the debt the full anmount of the
nonr ecour se debt extingui shed becones part of the gain under
Tufts, 461 U.S. at 308-09, Crane, 331 U.S. at 12-13, and section

1.1001-2(a), Income Tax Regs. Accord Allan v. Conmm ssioner, 86

T.C. 655, 666-67 (1986), affd. 856 F.2d 1169 (8th G r. 1988).
Therefore the taxpayer pays taxes on discharged interest, so it

remai ns of econom c i nportance.
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Finally, the majority notes that the parties did not treat
this as a | oan because the exact |oan anount was not fixed until
after Deriviumdetermned the proceeds it would receive from
selling the stock. This factor should not inpute know edge to
Cal l oway that Deriviumwas selling the stock, however, because it
was consistent with the ternms of the agreenent. Schedule A-1,
Property Description and Loan Terns, stated that the total | oan
anount woul d be “90% of the market val ue on closing” and cl osing
was to take place “upon receipt of securities and establishnent
of * * * [Derivium s] hedging transactions.” This is no
different froma hone equity line of credit whose precise l[imt
depends on an apprai sal and subsequent | oan-to-val ue cal cul ati on.

VI .
A

Even if we didn’t want to accept Calloway’'s deal as a | oan
on its face, we should at |east use a nore sensible nmultifactor
test here. Taking the factors from Wl ch and the ol d BTA cases
woul d yield a different result:

Exi stence of Promi ssory Note.” Wile there is no pronissory

note, the “Master Agreenent to Provide Financing and Custodi al

Services” bears the markings of a |oan agreenment. The recitals

"Wl ch v. Commi ssioner, 204 F.3d 1228, 1230 (9th G r. 2000)
(exi stence of debt instrunent), affg. T.C. Menp. 1998-121; Fisher
v. Conmm ssioner, 30 B.T.A 433, 440 (1934) (contents of debt
i nstrument) .
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in the contract use |oan | anguage, specifying: “This Agreenent
is made * * * to provide or arrange financing(s) and to provide
custodial services to * * * [petitioner], with respect to certain
properties and assets * * * to be pledged as security.” The
services promsed in Section 1 include “[p]roviding or arranging
financing by way of one or nore |oans” and “[h]ol ding cash,
securities, or other liquid assets * * * as collateral,” actions
indicating initial treatment as a loan. Section 9 binds the
parties and their assigns. Schedule A-1 lists the interest rate,
maturity date, and other terns of the loan. This docunent
therefore acts at least formally as a debt instrunent.

Qbserving Formalities of Loan.® The parties’ continuing

course of dealing also supports a finding that they intended to
create a | oan because they followed through with the | oan
formalities. Deriviumsent Calloway quarterly account statenents
showi ng the anmount of interest accrued, the | oan bal ance, the
maturity date, and the projected balance at maturity. Those
statenments show that Deriviumactually did add interest to the

| oan bal ance. The quarterly statenents and the end-of-quarter

| oan bal ance reflect interest accruing at the agreed rate.

Derivium even sent Calloway a notice that the | oan term was

8 See United Natl. Corp. v. Conmmissioner, 33 B.T.A. 790, 794
(1935).
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ending and inquired as to what Calloway intended to do. Calloway

responded that he intended to surrender his collateral.

| nterest Paynments or Loan Repaynent.® |It’'s certainly true
that Derivium s | oans were structured to provide for a balloon
paynment. But we have seen | oans without interiminterest
paynents before. At one tine, lenders tried to get away from
payi ng i ncone tax on interest inconme by giving “original issue
di scounts” instead of charging interest. Lenders would extend a
supposedly interest-free $95 | oan, for exanple, but then require
the borrower to repay $100 at the end of the term See Travelers

Ins. Co. v. United States, 25 d. C. 141, 143 (1992). Congress

caught on and enacted section 1281(a), which inputes interest
i ncone to hol ders of original-issue-discount securities,

denonstrating that interest can accrue w thout actual paynent
during the loan termand without turning the loan into a sale.

See also United States v. Mdland-Ross Corp., 381 U. S. 54, 57-58,

66 (1965). A loan isn’t even required to bear any interest at

all if the parties agree. Wlch, 204 F.3d at 1230 (citations
omtted). The Comm ssioner may have a stronger point if the
terms of the purported |oan called for interest paynents and
Calloway didn’t pay. But nonpaynent of interest according to the

terms of the agreenent is unpersuasive.

Wl ch, 204 F.3d at 1230- 31.
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Duty to Repay and Reasonabl e Prospect of Repaynent.® The

Comm ssi oner says Deriviumis transactions weren’t |oans because
the custoners had the right to walk away. But Calloway didn’'t
have the right to wal k away scot free——he had to surrender his
collateral. As discussed above, the duty to repay and reasonabl e
prospect of repaynent are analyzed differently for a nonrecourse
| oan. See supra pt. IV.A  Nonrecourse | oans have satisfied
these tests if, at the beginning of the loan, it nmakes econom c
sense for the borrower to repay. Tufts, 461 U S. at 312.

Sufficient Funds to Make Loan.!* Qur cases also tell us

that if a | ender doesn’t have sufficient funds to nmake the | oan
at hand, then the transaction is nore like a sale. WlIlch, 204
F.3d at 1230; see al so Gouldman, 165 F.2d at 690. But after its
scam got going, Deriviumhad sufficient funds on hand until the
whol e thing collapsed. The record is clear that Derivium sent
Cal |l oway funds before it received the proceeds fromthe | BM
stock, so the loan could not have been funded by the sale. See
majority op. p. 9 (“On August 21, 2001, Deriviumsent to
petitioner a letter informng himthat the proceeds of the | oan
were sent to him* * *.  On that sanme date, a $93,586.23 wire

transfer was received and credited to petitioner’s account * *

ld.; United Natl., 33 B.T.A at 796.

1\Wel ch, 204 F.3d at 1230.
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*."); majority op. p. 8 (“On August 22, 2001, the net proceeds
fromthe sale of the IBM stock settled into Deriviums Mrgan
Keegan account.”).

Ratio of Price Paid to Property Val ue.'® Wthout other

evidence, if a lender lends full price for the purported

collateral it |Iooks |like a sale. United Natl. Corp., 33 B.T. A

at 797. But at what discount should the court infer that the
parties intended a |l oan? |In Fisher, the Board of Tax Appeal s
noted that a purchase for substantially |ess than fair market
value may allow the Court to rescind a sale from an oppressive
“l ender”, but a small discount coupled with the right to
repurchase “does not signify that a | oan was intended.” 30
B.T.A at 441. The discount in that case was not enough to
recharacterize the purported sale as a loan. This is admttedly
a cl oser question, but when one of Deriviums custoners didn’t
receive full price for his shares and doesn’'t ask us to change
the formal characterization of the transaction, | think this
factor is consistent with intent to take out a | oan, or at |east

insufficient to recharacterize the | oan as a sal e.

2United Natl., 33 B.T.A at 797; Fisher, 30 B.T.A at 441.
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Derivium s Intent and Conduct.® W should be m ndful that

the various tests in the caselaw require us to consider the
conduct of both parties. But “intent” is not exactly the right
word for what we think we should be |ooking for when one of the
parties to a deal is trying to deceive another. Deriviums

prom ses of a secret hedging strategy and its continual flow of
fal se statenents to its custoners, suggest to any reasonabl e
observer in hindsight that its intent was not to nake either a

| oan or a sale, but a quick theft of 10 percent of the stock’s
value. But Derivium s actions in other litigation show a desire
to at least publicly represent their transactions as | oans.

E.g., DeriviumCapital LLCv. United States Trustee, 97 AFTR 2d

2006-2582 (S.D.N. Y. 2006) (stating that California court granted
summary judgnent notion declaring transactions were | oans and
that Deriviumintended to file bankruptcy notion to get
determ nation that transactions were | oans, not sales).
B

There’s no doubt that the facts of this case are ugly.
Calloway relied on a pronpter in entering the transaction,
testified the transaction was tax notivated, and didn't report

consistently wwth his own characterization of the transaction by

13\Wel ch, 204 F.2d at 1230; United Natl., 33 B.T. A at 794;
Fi sher, 30 B.T.A at 440; see also Godt & McKay Realty, Inc. v.
Comm ssioner, 77 T.C. 1221, 1237 (1981).
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failing to recogni ze dividends paid on the collateral as incone
during the loan termand the disposition of the stock as a sale
for the amount of the accrued debt at the close of the |oan.
These facts, while supporting the result in this case, may differ
significantly from cases where Deriviunm s custoners were dupes
rather than, at |east to sonme degree, in on the con. Never mnd
says the majority, in both classes of case, the initial transfer
of stock froma custoner’s account to Deriviumis is a sale for
t ax purposes. 4

But to return to where | began, this case and all the
Derivium cases should be easy. |If there was a bona fide
nonrecourse | oan, followed by the sale of collateral, the tax
rules are clear. According to section 1.1001-2(a)(4)(i), Inconme
Tax Regs., “the sale * * * of property that secures a nonrecourse
l[iability discharges the transferor fromthe liability.” And
when a nonrecourse liability is discharged by sale of collateral
t he borrower nust recognize incone at that point--the anount

realized is the anmount of nonrecourse liability discharged as a

YThese worries are sonewhat alleviated by the majority’s
appropriately narrow application of the penalties. In finding
for the Comm ssioner on that issue, the majority relies
exclusively on Calloway s personal treatnent of the transaction--
including his failure to report consistently with a loan, his
reliance on a pronoter, and his failure to prove reasonable
reliance on other professionals.
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result of the sale.™ Tufts, 461 U.S. at 308-09; Crane, 331 U. S

at 12-13; Fisher v. Conmi ssioner, T.C Meno. 1986-141 (treating

stanp collection as sold by taxpayer in year pawnbroker sold it
as opposed to year taxpayer received noney from pawnbroker). The
first transaction, then, would not be a recognition event for
Cal |l onay but Derivium s sale--even its secret sale--would.® In
this case, because the two events were nearly simltaneous, the
tax consequences to Call oway would be remarkably simlar to those

flowng fromthe result reached by the majority. "

The timng of the recognition event would be the sane if
the |l oan were a recourse | oan, but there are some differences in
tax treatment when a recourse loan is satisfied by the sale of
collateral for less than the debt anmount. |In that case the stock
owner woul d recognize gain or loss of the sale price less his
basis, plus cancellation-of-debt incone in the anmount of the debt
forgiven less the sale price. See CGehl v. Conm ssioner, 102 T.C
784, 789-90 (1994), affd. w thout published opinion 50 F.3d 12
(8th Cr. 1995); sec. 1.1001-2(a), Inconme Tax Regs.; Rev. Rul.
90-16, 1990-1 C. B. 12. The cancell ati on-of-debt inconme woul d
potentially be subject to an insolvency exclusion. See sec.
108(a) (1) (B)

¥The U.C.C. also seens to agree with this outcone. As
noted above, while a secured party holds securities, as between
the two the debtor is considered the owner of the securities.
UCC sec. 9-207 cnt. 6 (Exanple). But if the secured party
sells the underlying securities “by virtue of the debtor’s
consent or applicable legal rules” then “the debtor normally
would retain no interest in the securit[ies] follow ng the
purchase [by a third party] fromthe secured party.” 1d. sec.
9-314 cnmt. 3.

"Because of a small anount of accrued interest, fromthe
time the loan was made until the stock was sold, Calloway would
actually have a slightly higher deficiency if we found his
transaction to be a bona fide |loan. The Comm ssioner hasn’t nade

(continued. . .)
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There are, finally, some potentially odd consequences of
this opinion. Consider first an easy variation--a sinple
collateralized | oan subject to the sane standard contract
| anguage as in Deriviums forms. The stock stays in the lender’s
el ectroni c equi val ent of a desk drawer, the borrower repays the
| oan and regains control of the stock. Does this becone a sale
on the initial transfer? And a repurchase when the loan is
repai d?

O consider the exanpl e of subordination | oans--stocks
transferred by an owner to a broker or dealer. The transferor
keeps his voting rights and dividends, but gives the transferee
the right to sell the transferred stock and retain the proceeds.
(This sort of deal is beneficial to the transferor because he
gets a stream of paynents equal to a percentage of the val ue of
the securities he’'s transferred. And it’s beneficial to the
broker or deal er because such securities count toward his m ni num
net-capital requirenments.) Courts have always called these | oans
rat her than sales, despite the right of the transferee to sell

See, e.g., Cuttenden v. Conm ssioner, 644 F.2d 1368, 1374-75

(... continued)
any claimfor this little bit of extra deficiency, so he wouldn’'t
get it. See Baker v. Commi ssioner, T.C Meno. 2008-247 (citing
Estate of Petschek v. Conm ssioner, 81 T.C. 260, 271-72 (1983),
affd. 738 F.2d 67 (2d Cr. 1984), and Koufman v. Conm ssioner, 69
T.C. 473, 475-76 (1977)).
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(9th Gr. 1981), affg. 70 T.C. 191 (1978); Lorch v. Conm ssi oner,

605 F.2d 657, 660 (2d G r. 1979), affg. 70 T.C. 674 (1978).

O, perhaps especially, consider the increasingly conplex
financial instruments |like repos and custom zed derivatives. Al
of these alter the “benefits and burdens” of ownership, but sone
that take on the formof sales are treated as | oans. Kl einbard,
supra at 798 & n.79 (“For tax purposes, repos traditionally have
been treated as secured | oans of noney.” (citing Rev. Rul. 79-
108, 1979-1 C.B. 75, Rev. Rul. 77-59, 1977-1 C.B. 196, and Rev.

Rul . 74-27, 1974-1 C.B. 24)); see also Neb. Dept. of Revenue v.

Loewenstein, 513 U. S. 123, 130-31 (1994) (finding repos are | oans

for purposes of 31 U S.C. section 3124(a)). Must all now be

subject to the uncertainty of the Godt & MKay test?

| respectfully concur in the result in this case and even
the inposition of penalties (because Calloway did not respect his
own characterization of the transaction as a loan). But unless
future courts treat our analysis today as a limted-tine ticket
good only on Deriviumcases, we may be creating nore problens

than we’ re sol vi ng.



